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THE  EFFECTS  OF  BANK  CONSOLIDATION  ON 
SMALL  BUSINESS  LENDING 


MONDAY,  MARCH  4,  1996 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 
Joint  with  Subcommittee  on  Government  Programs, 

Committee  on  Small  Business, 

Washington,  DC. 

The  Subcommittees  met,  pursuant  to  notice,  at  11  a.m.,  in  the 
GSA  Auditorium,  Thomas  O'Neill  Building,  Boston,  MA,  Hon. 
Linda  Smith  and  Hon.  Peter  Torkildsen  (Chairpersons  of  the  Sub- 
committees) presiding. 

Chairwoman  Smith.  Good  morning.  We're  going  to  begin  the 
hearing  this  morning.  The  hearing  will  come  to  order.  It's  a  pleas- 
ure to  welcome  you,  our  witnesses  and  guests,  this  morning.  It 
sounds  like  our  sound  system  is  not  working.  Can  you  hear  us  in 
the  back?  The  hearing  will  come  to  order  here  in  Boston. 

Practically  right  after  I  was  sworn  into  office  and  became  the 
chair  of  this  Small  Business  Subcommittee  on  Finance  and  Tax- 
ation, the  two  gentlemen  to  either  side  of  me,  Mr.  Meehan  and  Mr. 
Torkildsen,  said,  "You  need  to  come  to  Boston.  We  need  to  hear 
about  the  issue  of  capital  for  small  businesses  and  about  the  bank 
merger  issue."  They  persisted  until  we  gave  them  a  hearing. 

Now,  that's  not  a  very  diplomatic  way  of  saying  it,  but  that's  how 
it  happens  in  Congress.  You  have  two  very  forceful  Members  who 
have  said,  "This  is  an  issue  that  needs  to  be  addressed  and  heard 
in  our  district,  and  we  need  to  bring  the  Congressional  Committee 
here."  Their  dedication  to  this  issue  is  what  will  allow  it  to  come 
before  Congress.  It  has  not  become  a  big  issue  yet  in  other  parts 
of  the  Nation.  My  area  has  not  had  a  problem.  When  we  had  the 
consolidations,  30  other  banks  were  formed  in  communities  to  re- 
place the  market.  Within  a  very  short  period  of  time,  community 
banks  picked  up  the  small  business  finance  slack  quite  well  in  a 
competitive  manner.  But  I  still  hear  that  you  are  having  this  issue 
before  you. 

We  will  have  a  series  of  hearings  on  small  business  access  to  cap- 
ital. This  is  just  one  of  those.  Yet  we  will  be  going  back  to  the  main 
Committee  and  to  Congress  with  our  findings  on  the  availability  of 
capital. 

Now,  with  that,  I'm  going  to  basically  give  the  Subcommittee  to 
Mr.  Torkildsen  and  Mr.  Meehan,  Mr.  Torkildsen  being  the  Chair 
of  the  Small  Business  Subcommittee  on  Government  Programs, 
and  Mr.  Meehan  being  the  Ranking  Minority  Member  on  the  Sub- 
committee on  Taxation  and  Finance.  They  both  have  more  experi- 
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ence  than  I  do,  but  I  am  also  in  their  territory.  With  that,  I  will 
turn  to  Mr.  Torkildsen  to  begin  introducing  the  witnesses,  and  we'll 
begin  the  hearing. 

[Chairwoman  Smith's  statement  may  be  found  in  the  appendix.] 

Chairman  Torkildsen.  Just  for  the  record,  you  can  see  the  turn- 
over of  Congress  is  pretty  hard  with  the  Ranking  Minority  Mem- 
ber, with  myself  and  Petter  as  the  Chair.  There  has  been  heavy 
turnover  in  Washington.  With  us  combined,  Congressman  Meehan 
and  myself,  we  have  only  been  in  for  two  terms  each. 

I  want  to  thank  Chairwoman  Smith  and  welcome  her  to  Massa- 
chusetts. It's  a  long  flight  from  the  West  Coast,  but  we  appreciate 
you  making  time  to  be  here  to  call  this  hearing.  I  am  honored  to 
Co-chair  this  hearing  here  in  Massachusetts  and  also  extend  my 
thanks  to  all  of  the  witnesses  today. 

While  banks  have  historically  been  a  primary  source  of  capital 
for  small  business,  bank  lending  to  small  business  over  the  past 
few  decades  appears  to  be  declining.  This  hearing  is  being  held  to 
determine  how  the  trend  toward  bank  consolidation  has  affected 
small  business  access  to  credit. 

In  the  late  1980's,  there  were  many  bank  failures  in  New  Eng- 
land which  resulted  in  bank  consolidations.  The  FDIC  did  not  pro- 
vide banking  services  at  failed  banks,  thus  creating  a  dispropor- 
tionate impact  on  small  business.  Restructuring  and  consolidation 
are  words  spoken  often  while  New  England  progresses  through 
enormous  change  in  the  structure  of  business.  These  changes  affect 
the  economy,  especially  employment  levels,  in  a  number  of  indus- 
tries all  the  way  from  banking  through  tourism. 

In  1993,  for  example,  industries  dominated  by  small  firms  posted 
a  net  gain  of  1.06  million  jobs,  while  industries  dominated  by  large 
firms  lost  200,000  jobs.  Small  business  represents  53  percent  of  the 
private  work  force  and  100  percent  of  sole  proprietors  in  New  Eng- 
land. As  small  business  plays  a  greater  role  in  our  economy,  the 
primary  question  to  ask  today  is  whether  small  business  has  access 
to  capital  needed  to  expand  and  flourish. 

It  is  important  to  note  that  just  this  past  month,  the  Federal  Re- 
serve Bank  of  New  York  released  a  study  on  the  availability  of 
credit  to  small  business.  The  study  states  that  small  business  is  a 
very  profitable  sector  of  the  economy  and  that  the  trend  toward 
bank  consolidation  has  not  affected  small  business  lending  and  ac- 
cess to  capital. 

In  contrast,  the  Federal  Reserve  Bank  of  Boston  did  a  similar 
study  released  in  January  1995,  finding  that  there  may,  in  fact,  be 
an  effect  on  small  business  access  to  capital.  The  Boston  study 
dealt  more  clearly  with  issues  of  regulation  and  the  burdens  it 
places  on  small  business.  I'm  interested  in  hearing  any  insights 
from  any  of  our  witnesses  regarding  the  two  studies  and  whether 
or  not  they  can  both  be  accurate  in  their  assessment. 

I  look  forward  to  the  expertise  of  our  witnesses  from  both  the 
small  business  and  banking  communities  on  these  issues.  With 
that,  I  would  like  to  yield  to  my  colleague,  friend,  and  Ranking  Mi- 
nority Member,  Congressman  Meehan,  for  any  opening  statement 
he  may  make. 

[Chairman  Torkildsen's  statement  may  be  found  in  the  appen- 
dix.] 


Mr.  Meehan.  Thank  you  very  much,  Congressman  Torkildsen, 
and  good  morning.  I  would  thank  all  of  you  for  joining  us  here  this 
morning.  I  want  to  thank  the  Chairs,  Congressman  Peter 
Torkildsen  and  Congresswoman  Linda  Smith,  for  joining  us  here 
today.  I've  worked  very  closely  with  both  Members  in  a  bipartisan 
way  on  a  number  of  issues,  not  the  least  of  which  is  this  issue  of 
small  business. 

This  morning's  hearing,  as  Peter  said,  would  focus  on  the  impact 
of  bank  consolidation  on  small  business  lending.  It  is  a  particularly 
relevant  subject,  given  the  recent  wave  of  mergers  in  the  New  Eng- 
land region.  The  first  panel  is  comprised  of  banking  experts  and 
representatives,  including  larger  banks  like  Fleet  and  Bank  of  Bos- 
ton, as  well  as  traditional  and  community  leaders. 

Chris  Gallagher  has  traveled  down  from  New  Hampshire  to 
serve  as  an  expert  witness  in  this  panel,  since  he  testified  at  the 
1991  Senate  hearings  on  the  credit  crunch.  The  second  panel  is 
comprised  of  representatives  of  the  small  business  community  in 
Massachusetts,  including  the  Executive  Director  of  the  Smaller 
Business  Association  of  New  England,  Julie  Scofield,  and  the  Presi- 
dent of  Associated  Industries  of  Massachusetts,  John  Gould. 

In  the  past  decade,  the  Massachusetts  economy  has  undergone 
considerable  changes.  A  financial  crisis  was  precipitated  by  a  dra- 
matic fall  in  real  estate  values.  As  a  result,  many  financial  institu- 
tions failed.  The  shrinking  defense  and  computer  hardware  indus- 
tries added  to  the  recession,  while  local  and  State  governments 
were  faced  with  decreasing  revenues  compounding  already  high 
levels  of  unemployment. 

Today,  Massachusetts  and  New  England  are  still  struggling  to 
recover.  Massachusetts  has  made  some  important  progress  to  its 
recovery,  but  economic  renewal  is  difficult.  Small  businesses  and 
start  up  companies  continue  to  be  the  best  source  of  our  job  growth 
and  economic  stability. 

To  be  sure,  the  smaller  firms  represent  the  future  of  the  New 
England  economy.  Like  all  companies,  small  businesses  depend 
upon  capital  availability  to  startup  and  remain  competitive  in  to- 
day's competitive  market.  With  the  recent  bank  acquisition  in  New 
England  and  nationwide,  I'm  concerned  that  the  capital  needs  of 
small  businesses  will  be  disregarded  in  favor  of  lending  of  larger 
companies. 

Small  business  loans  are  labor-intensive  and  less  profitable.  Ac- 
cording to  a  recent  study  that  Congressman  Torkildsen  referred  to 
by  Peggy  Gilligan  of  the  Federal  Reserve  Bank  of  Boston,  the  eight 
largest  banks  in  New  England  reported  a  5  percent  decline  in. loans 
of  less  than  $1  million,  compared  to  an  11  percent  increase  in  larg- 
er loans. 

To  date,  mid-  and  smaller-sized  banks  appear  to  be  trying  to  fill 
the  gap  as  their  smaller  loans  increase  relative  to  larger  loans  dur- 
ing this  same  period.  However,  the  trend  in  banking  consolidation 
is  considerable.  In  Massachusetts  alone,  three  banks,  Fleet,  Bank 
of  Boston,  and  Citizens,  control  close  to  half  of  the  total  market 
share.  Pending  regulatory  reforms  in  Congress  and  the  inevitable 
development  of  new  technology  will  no  doubt  foster  more  bank  con- 
solidations in  the  future. 


We  are  here  today  to  thoroughly  evaluate  the  issues  that  affect 
current  and  future  capital  availability  for  small  firms.  Business  is 
the  business  of  making  money,  regardless  of  whether  you're  a  large 
bank  or  a  corner  grocery  store,  and  there's  nothing  wrong  with 
that. 

But  what  concerns  me  and  many  of  us  here  today  are  the  grow- 
ing trend  toward  bank  consolidations,  coupled  with  the  recently  re- 
ported declines  in  larger  banks  lending  to  small  businesses.  I  look 
forward  to  hearing  from  all  of  you  and  all  of  the  witnesses  today. 
Thank  you. 

[Mr.  Meehan's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Mr.  Meehan,  Would  you  please  introduce 
the  first  witness? 

Mr.  Meehan.  The  first  witness  is  Chris  Gallagher.  He's  our  ex- 
pert witness,  and  he  provided  key  testimony,  as  I  indicated  earlier, 
to  the  1991  Senate  hearing  on  the  credit  crunch.  He  traveled  from 
New  Hampshire  to  be  here  today,  and  we  welcome  him.  He's  a 
partner  in  the  firm  of  Gallagher,  Callahan,  and  Gattrell.  Mr.  Galla- 
gher? 

TESTIMONY  OF  CHRISTOPHER  C.  GALLAGHER,  ESQUIRE, 
GALLAGHER,  CALLAHAN  AND  GARTRELL 

Mr.  Gallagher.  Thank  you,  sir,  and  good  morning  to  each  of 
you.  Particularly,  I  would  like  to  thank  you  for  inviting  me  to  par- 
ticipate on  this  distinguished  panel.  I  would  like  to  extend  my  grat- 
itude for  enabling  us  to  give  our  views  in  such  a  convenient  man- 
ner. We  very  much  appreciate  your  interest  in  this  area  of  critical 
concern  to  our  region's  economic  well-being. 

The  purpose  of  this  hearing  on  the  vital  connection  between 
small  business  and  strong  regional  banking  sector  is  well  chosen. 
This  region's  economy  is  cased  upon  small  business,  as  you  have 
pointed  out.  Sound  banking  is  the  life's  blood  of  small  business 
growth  and  development. 

Plus,  the  region's  economy  is  tied  directly  to  the  continued 
strength  and  competitive  viability  of  its  banking  sector.  Those  of  us 
who  live  and  work  in  New  England  have  learned  the  hard  way  just 
how  vital  this  connection  can  be.  members  of  the  New  England 
Congressional  Delegation  have  an  instructive  and  important  tale  to 
tell  their  colleagues  in  Congress.  The  lessons  of  our  credit  crunch 
were  painfully  learned.  Nevertheless,  they  have  taught  everyone 
that  banking  is  not  an  isolated  function  in  our  area's  economy. 

Future  banking  cannot  be  left  to  the  sole  oversight  of  individual 
Congressional  Committees  and  arcane  regulations.  The  health  of 
our  banking  sector  bears  directly  on  the  health  of  our  entire  econ- 
omy. Measures  that  create  barriers  to  safe,  sound,  efficient,  and  ef- 
fective banking  have  a  direct  impact  on  the  viability  of  small  busi- 
ness. 

Conversely,  measures  that  make  banking  less  competitive  or 
weaken  players  in  our  area  hurt  our  region.  Banking  is  one  of  our 
region's  vital  organs,  the  health  of  which  is  a  matter  of  concern  to 
anyone  whose  job  it  is  to  worry  about  our  region's  capacity  to  pro- 
vide jobs,  progress,  and  prosperity. 

Numerous  studies,  as  well  as  the  casual  empiricism  of  common 
sense,  continually  remind  us  that  small  business  and  banking  are 


now  tied  together  in  a  partnership  that  could  even  be  described  as 
one  of  codependency.  It  is  a  constructive  codependency,  much  as 
mountain  climbers  tied  together  as  they  work  to  conquer  a  hill  are 
connected  in  a  way  that  adds  to  the  ability  of  each  to  do  his  job. 
Nevertheless,  as  we  well  know  here  in  New  England,  a  slip  or  fall 
by  one  partner  can  radically  affect  the  other. 

As  you  will  note  from  my  written  remarks  and  other  submis- 
sions, the  process  of  capital  intermediation  is  now  immersed  in  the 
Darwinian  struggle  between  high-cost  banking  structures  estab- 
lished over  60  years  ago  and  market  mechanisms. 

Banks  measure,  assess,  and  assume  risk,  while  market 
intermediaries  often  leave  risk  with  individual  investors  by  packag- 
ing risks  that  are  sufficiently  predictable  to  be  priced  and  offered 
for  their  direct  investment.  Obviously,  the  latter  of  these  methods 
is  far  more  efficient.  But  we  cannot  allow  market  mechanisms  to 
prevail  completely.  They  may  prevail. 

A  basic  home  mortgage  provides  a  good  example.  Reasonable  pre- 
dictability of  risk  coupled  with  the  Government-sponsored  and  sup- 
ported secondary  market  mechanisms  provided  by  Fanny  Mae  and 
Freddie  Mac  have  driven  banks  out  of  all  but  the  most  nonconform- 
ing or  unique  credits  in  the  home  mortgage  market.  In  fact,  the 
only  remaining  reliable  profit  center  for  banks  today  may  be  me- 
dium and  small  business  credit  and  services. 

Needless  to  say,  even  this  market  itself  is  now  under  siege  from 
more  efficient  nonbanking  competition  that  includes  every  kind  of 
financial  service  provided,  from  insurance  companies  to  Merrill 
Lynch.  Why  does  it  matter  whether  the  bank  mechanism  for  cap- 
ital intermediation  survives? 

If  market  Darwinism  has  moved  banks  to  the  list  of  endangered 
species,  so  what?  Who  cares?  The  answer  is  clear  when  you  per- 
ceive the  codependency  connection  between  banking  and  small 
business.  Banks  do  it  better.  The  commercial  banking  structure 
provides  a  process  of  assuming  risk,  of  sharing  in  the  planned  suc- 
cess of  ventures  that  cannot  provide  information  adequate  to  ac- 
commodate the  predictability  and  reliability  needs  of  their  more  ef- 
ficient nonbank  competitors. 

Banks  offer  experience  and  business  judgment  that  cannot  be 
measured  and  priced  in  securities  markets.  Small  businesses  need 
value  added  investment  of  institutions  whose  structure  enables 
them  to  play  this  vital  role.  Small  business  still  needs  banks,  be- 
cause small  business  often  needs  the  informational  add-on  of 
banks'  judgment,  flexibility,  and  support- 
But  if  banks  hope  to  survive,  much  less  compete,  they  must  func- 
tion more  efficiently.  They  must  retool  and  reinvest  in  all  areas,  in- 
cluding their  processes,  operations,  and  new  technologies.  These  in- 
vestments of  time,  effort,  and  money  must  also  be  matched  by 
structural  configurations  appropriate  to  their  cost  and  functional 
objectives. 

Accordingly,  an  appropriate  size  is  neither  large  nor  small. 
Smaller  size  may  enhance  the  nimbleness  and  flexibility  required 
to  do  relationship  banking,  while  a  larger  size  can  offer  economies 
of  scale  that  will  accommodate  the  process  of  providing  price-sen- 
sitive products  and  services.  Size  is  simply  a  matter  of  structural 


efficiency.  Banks  must  be  allowed  to  seek  the  size  that  suits  their 
business  plan. 

The  1995  consolidations  involving  Fleet  and  Bank  of  Boston  have 
virtually  eliminated  our  region's  second  tier  of  larger  banks.  Aided 
by  the  decimation  caused  during  the  credit  crunch,  the  natural  evo- 
lution of  banking  structures  has  moved  more  quickly  here  than 
elsewhere  in  the  country. 

Again,  you  have  a  tale  to  tell  your  colleagues  on  the  Hill.  This 
time,  however,  the  story  is  very  positive.  As  I  have  stated  in  my 
prepared  remarks,  using  Concord,  New  Hampshire,  as  an  example, 
one  can  see  from  the  1995  third  quarter  call  report  data,  which  is 
our  most  recent,  that  both  Fleet  and  Concord  Savings  Bank  have 
increased  their  commercial  and  industrial  loans  by  27  percent  from 
the  previous  year's  third  quarter. 

In  the  same  quarter,  Primary  Bank  and  First  New  Hampshire 
had  similarly  high  percentage  rises  to  their  business  lending.  All 
of  these  banks  moved  into  the  lending  market.  These  banks  are  dif- 
ferent sized,  but  compete  head  on,  and  do  so  to  the  benefit  of  their 
customers  and  their  entire  communities. 

Size  plays  a  role  in  product  offerings  and  services.  It  has  thus 
far  been  beneficial  to  the  New  England  banking  markets  and  thus 
beneficial  to  small  business.  If  size  promotes  efficiency,  then  sizing 
as  a  process  is  good  for  small  business.  We  have  undergone  signifi- 
cant structural  changes  in  New  England  banking.  These  changes 
which  I  believe,  are  mostly  concluded,  will  prove  to  be  good  for  our 
region's  economy. 

Congress  and  the  States  should  not  impose  inefficiencies  of  any 
kind  on  sizing  unless  and  until  it  becomes  absolutely  clear  that 
anticompetitive  concentration  of  market  power  or  problems  with 
safety  and  soundness  require  it  to  do  so.  But  for  now  and  for  the 
foreseeable  future,  the  unimpeded  sizing  of  banking  structures  to 
obtain  their  most  efficient  delivery  of  products  and  services,  par- 
ticularly products  and  services  for  small  business  that  are  so  criti- 
cal to  our  economy,  is  both  sound  and  beneficial  public  policy. 

Thank  you,  and  I  would  be  happy  to  answer  questions. 

[Mr.  Gallagher's  statement  may  be  found  in  the  appendix.! 

Chairwoman  Smith.  Thank  you,  Mr.  Gallagher.  We'll  wait  on  the 
questions  until  all  of  the  panelists  have  spoken. 

Mr.  Torkildsen,  would  you  like  to  introduce  the  next  witness? 

Chairman  Torkildsen.  Yes.  Our  next  witness  is  John  Hamill, 
President  of  Fleet  Bank  of  Massachusetts,  and  a  long-time  activist 
in  the  New  England  banking  community.  Mr.  Hamill. 

Before  you  proceed,  if  I  could  just  mention  to  all  the  witnesses, 
if  you  would  please  summarize  your  statements,  ideally  using 
something  less  than  5  minutes.  Your  written  statement  will  be  in- 
cluded in  the  record  in  its  entirety,  and  that  will  allow  us  more 
time  for  questions.  Thank  you. 

Mr.  Hamill? 

TESTIMONY  OF  JOHN  P.  HAMILL,  PRESIDENT,  FLEET  BANK  OF 

MASSACHUSETTS 

Mr.  Hamill.  Thank  you,  Congressman  Torkildsen,  Chairwoman 
Smith,  Congressman  Meehan.  Thank  you  very  much  for  giving  us 


this  opportunity  to  testify  before  you.  My  name  is  John  Hamill.  I'm 
President  of  Fleet  Bank  of  Massachusetts. 

Fleet  is  a  bank  that  is  growing  since  consolidation  that  has  be- 
come the  largest  bank  in  New  England  as  a  result  of  that  consoli- 
dation. We  believe  our  success  is  and  will  be  dependent  upon  our 
understanding  of  what  is  needed  by  our  customers  and  our  commu- 
nities. 

We  strongly  believe,  as  you  do,  that  the  New  England  and  New 
York  economies — indeed,  the  country's  economy — are  fueled  by 
small  business.  As  a  result,  we  have  invested  major  capital  and 
human  resources  to  meet  the  needs  of  the  more  than  1  million 
small  companies  throughout  our  market  areas.  It's  not  just  talk, 
because  Fleet,  in  fact,  is  the  third  largest  small  business  lender  in 
the  United  States  of  America,  notwithstanding  the  fact  that  we  do 
business  in  a  very  concentrated  geographic  area. 

In  our  core  market  area,  one  out  of  every  four  small  businesses 
is  already  banking  with  Fleet  because  of  our  950  branch  locations 
and  100-plus  locally  based  business  bankers,  all  of  whom  make 
credit  and  deposit  services  available  to  these  small  businesses. 
They  also  bank  with  Fleet  because  of  our  sponsorship,  participa- 
tion, and  outreach  in  dozens  of  business  organizations  throughout 
New  England  and  New  York. 

Most  importantly,  we  feel  they  bank  with  Fleet  because  we  make 
more  small  business  loans  than  any  other  New  England  based  or 
New  York  bank.  Our  easy  business  banking  loan  program  truly 
puts  Fleet's  money  on  the  line  for  smaller  companies.  Fleet's  easy 
business  banking  guarantees  that  Fleet  will  give  an  answer  to  a 
small  business  loan  request  of  loans  of  under  $100,000  in  3  days 
or  less.  If  we  do  not  meet  that  pledge,  we  will  give  the  applicant 
$250  in  cash. 

The  marketplace  has  responded  enthusiastically  to  this  and  other 
credit  offerings.  Since  easy  business  banking  was  introduced  just 
over  1  year  ago  then  to  the  very  smallest  of  companies,  more  than 
10,000  companies  have  received  $560  million  in  loans  throughout 
New  England  and  New  York.  Each  of  these  loans  is  less  than 
$100,000.  In  fact,  the  average  loan  is  only  $50,000  in  that  program. 

As  a  result  of  this,  easy  business  banking  has  been  a  hit,  but  it's 
only  one  of  Fleet's  small  loan  services.  In  1995,  we  funded  nearly 
$1.4  billion  in  small  business  loans  throughout  our  market  area. 
That's  fully  10  percent  more  than  the  amount  that  we  did  in  1994, 
an  increase,  therefore,  in  our  lending  in  each  of  the  marketplaces 
in  which  we  do  business.  That  is  exemplified,  as  Mr.  Gallagher  in- 
dicated, in  Concord.  That  percentage  is  even  higher,  27  percent. 

On  May  15,  1995,  Fleet  was  named  the  Nation's  first  regional 
preferred  lender  by  the  SBA.  Through  SBA  programs,  Fleet  pro- 
vides credit  to  startup  companies  and  expanding  businesses.  With 
over  $140  million  and  nearly  1,200  SBA  loans  in  our  portfolio, 
Fleet  is  committed  to  providing  a  full  range  of  financing  options  to 
all  of  our  customers. 

We  also  try  to  help  the  customer  through  more  exotic  products 
that  are  not  necessarily  always  able  to  be  afforded  by  other  smaller 
banking  institutions.  With  the  delegated  lending  authority  granted 
to  Fleet  by  the  United  States  Export-Import  Bank,  Fleet  is  an  ac- 
tive lender  under  Eximbank's  working  capital  guarantee  program 
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aimed  at  subsidizing  corporations  where  working  capital  financing 
is  provided  to  support  new  export  sales. 

This  bank  lending,  guaranteed  by  Eximbank,  will  facilitate  the 
purchase  of  raw  materials  and  the  production/shipment  of  manu- 
factured goods  to  overseas  customers.  We  all  know  that  New  Eng- 
land exports  are  a  very  important  part  of  our  growing  economy. 

State  and  local  loan  pools  also  comprised  an  important  part  of 
our  lending  to  small  businesses.  They  are  critical  to  our  customers, 
as  we  tried  to  lend  aggressively  through  these  programs,  as  well 
as  set  good  examples  of  State  and  local  private-public  partnerships, 
the  Massachusetts  Capital  Access  Program  and  the  New  Bedford 
Fishing  Industry  Loan  Fund,  where  we  provided  matching  funds  to 
allow  New  Bedford  to  qualify  for  a  Federal  grant,  Connecticut 
Works  Fund,  which  provides  loan  guarantees  to  businesses  for  the 
purpose  of  job  creation  and  retention,  where  we  are  the  largest  par- 
ticipant in  the  State  with  over  $90  million  in  loans,  and  in  New 
York,  where  Fleet  was  the  first  bank  to  make  a  major  commitment 
of  $57  million  to  support  the  Harlem-South  Bronx  Empowerment 
Zone  and  its  critical  revitalization  project. 

Fleet  is  also  a  major  participant  in  the  Mid-Hudson  Bankers 
Small  Business  Loan  Fund,  which  was  established  to  encourage 
and  fund  the  creation  of  small  companies  in  communities  experi- 
encing corporate  downsizing. 

While  we  believe  our  small  business  lending  statistics  are  im- 
pressive, business  banking  is  really  about  people  and  companies 
and  jobs.  Thousands  of  Massachusetts  companies  which  have  bene- 
fited from  these  services  include  a  wide  array  of  companies  in  our 
State,  as  well  as  the  other  States  where  we  exist. 

One  example  is  a  new  startup  company  where  Fleet  provided 
term  loan  equipment  financing  in  conjunction  with  the  U.S.  Small 
Business  Administration.  These  funds  enabled  the  company  to  es- 
tablish the  first  USDA-approved  Hispanic  food  preparation  com- 
pany in  the  Northeast.  The  company  currently  employs  7  people, 
with  10  to  15  new  employees  to  be  hired  this  year.  The  potential 
additional  employees  from  this  new  manufacturing  equipment 
could  create  as  many  as  30  new  jobs  in  the  future. 

Although  we're  excited  about  the  positive  market  impact  of  the 
small  business  programs  I  have  highlighted  for  you  today,  we  re- 
main committed  to  continual  improvement  as  we  work  together  to 
build  an  even  stronger  small  business  franchise  at  Fleet.  We  intend 
to  ensure  that  our  small  business  customers  realize  many  addi- 
tional benefits  of  our  merger  and  continue  to  provide  superior  serv- 
ice to  our  business  banking  customers. 

I  thank  you  very  much. 

[Mr.  Hamill's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Mr.  Hamill. 

Mr.  Meehan,  would  you  introduce  the  next  witness? 

Mr.  Meehan.  David  Aloise  is  the  New  England  director  of  the 
small  business  banking  at  the  Bank  of  Boston,  one  of  the  Massa- 
chusetts top  banks.  The  Bank  of  Boston  also  has  branches  in  three 
New  England  States,  as  well  as  in  23  countries,  and  has  been  a 
leader  in  small  business  banking  in  Massachusetts.  David? 


TESTIMONY  OF  DAVID  A.  ALOISE,  NEW  ENGLAND  DD1ECTOR 
OF  SMALL  BUSINESS  BANKING,  BANK  OF  BOSTON 

Mr.  Aloise.  Thank  you,  Mr.  Torkildsen,  Ms.  Smith,  and  Mr. 
Meehan.  I'm  Dave  Aloise.  I  am  the  Director  of  Small  Business 
Banking  for  Bank  of  Boston.  I'm  most  pleased  to  be  here  today,  as 
our  bank  has  always  had  a  significant  interest  in  credit  availability 
for  this  marketplace. 

You  might  recall  in  1992  at  the  heart  of  the  credit  crunch,  as 
some  have  called  it,  our  bank  launched  a  credit  incentive  for  over 
$36  billion.  It  was  shortly  after  that  time  that  our  bank  began  to 
energize  and  invest  more  in  small  business  banking. 

I  snould  state  right  up  front  that  it  is  our  view  that  there  is  no 
evidence  today  that  would  suggest  a  bank  merger  or  fewer  banks 
today  have  caused  any  negative  impact  on  credit  availability. 

If  you  take  a  look  at  our  recent  history  since  the  beginning  of  our 
new  small  business  banking  group  in  1993  and  look  at  what  has 
occurred  as  we  have  purchased  smaller  banks  like  First  Aggie, 
Multibank,  Pioneer  and  others,  you  would  find  that,  in  fact,  our 
lending  capabilities  and  our  services  to  the  market  have  greatly  ex- 
panded. 

We  have  put  new  credit  products  in  place.  In  fact,  we  have  a  one- 
page  credit  application.  We  have  simplified  loan  documents  for 
lower  costs  for  our  borrowers.  We  put  products  in  place  that  would 
not  have  been  in  place.  Those  communities  where  we  bought  those 
banks,  in  fact,  have  services  that  even  those  banks  would  agree 
wasn't  present. 

Through  the  last  3  years,  we  now  have  over  50,000  small  busi- 
nesses banking  with  us.  In  addition,  we  have,  in  fact,  become  the 
number  one  SBA  bank  lender  for  Massachusetts  in  the  recent  re- 
porting of  the  SBA.  We  also  have  an  outstanding  CRA  rating.  We 
have,  in  fact,  made  loans  in  middle,  lower,  and  moderate-income 
areas  at  a  percent  greater  than  the  profile  of  the  market.  We  have 
been  the  preferred  lender  for  many  programs,  including  MIFA, 
Eximbank,  and  SBA. 

But  all  of  this  became  possible  because  of  the  merger  activities. 
We  have  expanded  our  loan  platform  presence  significantly.  We 
have  more  people,  more  products,  and  we  would  like  to  believe 
today  that  those  customers  are  served  equally  well,  if  not  better. 

But  one  really  needs  to  look  beyond  Bank  of  Boston  to  see  some 
of  the  forces  at  work  here  that  make  this  even  clearer.  If  you  look 
at  the  marketplace  today,  competition,  I'm  sure  all  of  the  panelists 
would  agree,  has  reached  very  significant  levels,  probably  the  high- 
est that  we  have  seen  in  some  time,  and  not  just  among  large 
banks  like  ourselves  or  Fleet.  But,  in  fact,  even  smaller  banks  and 
thrifts  are  now  moving  more  aggressively  in  small  business  lend- 
ing. 

If  you  were  to  walk  into  any  of  these  institutions,  you  would  find 
new  brochures,  new  people,  new  services.  Clearly,  competitive 
forces  have  changed.  I  would  dare  say  that  we  are  probably  in  the 
most  competitive  period  we  have  been  in  the  last  10  years. 

But  it  doesn't  stop  there.  We  also  have  nonbanks  now  in  the 
marketplace.  Some  of  you  may  be  aware  of  players  like  Merrill 
Lynch,  ITT,  AT&T  Capital  now  becoming  very  aggressive,  even  the 
Money  Store,  who,  in  fact,  is  one  of  the  largest  SBA  lenders  in  the 
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country.  So,  banks  are  no  longer  the  only  player  here.  The 
nonbanks  are  coming  very  vigorously  into  this  marketplace,  and  I 
don't  think  that's  going  to  change. 

The  bottom  line  is  that  this  gives  more  availability,  more  options 
to  smaller  businesses.  In  fact,  it  has  brought  costs  down  for  them, 
as  well. 

Industry  capital,  loan  portfolio  health,  and  regulatory  scrutiny, 
in  my  judgment,  are  also  powerful  factors.  If  you  look  at  industry 
levels  of  capital — bank  capital — it  has  now  reached  near-record  lev- 
els. Perhaps  in  Massachusetts,  the  average  is  at  least  10  percent 
capital  at  most  banks.  Banks  have  capital  to  lend. 

At  the  same  time,  portfolios  of  the  banks,  most  banks,  have  be- 
come healthy  now.  Problem  credits  that  we  had  in  portfolios  have 
now  diminished.  We  are  at  normalized  levels.  There's  clearly  an  ap- 
petite today  to  make  funds  available  and  to  do  business. 

We  do  a  number  of  surveys  each  year  of  our  customer  base  and 
others  not  banking  with  us.  Our  surveys  clearly  indicate  that  cus- 
tomers feel  there  is  more  availability,  and  they  have  less  difficulty 
in  getting  credit,  whether  it's  at  our  bank  or  others. 

Regulatory  scrutiny  has  also  been  a  factor.  While  I  think  every- 
one here  would  agree  that  that  scrutiny  has  moderated,  it's  still 
vigilant,  I  would  say.  But  it  is  certainly  now  at  a  stage  where 
banks  are  encouraged  to  do  more  and  to  be  accommodating  to  cus- 
tomers. It's  an  interesting  dichotomy  to  go  back  to  the  period  of  the 
credit  crunch.  There  were  more  banks  than  there  are  today,  and 
yet  credit  availability  was  near  zero. 

Others  have  mentioned  loan  programs.  Today,  there  are  more 
and  more  loan  programs  available  to  companies  and  to  banks. 
Many  of  these  programs,  whether  SBA,  MIFA,  MASS  Capital,  and 
others,  really  now  give  a  bank,  any  bank,  the  ability  to  do  more, 
particularly  for  those  customers  who  can't  meet  the  conventional 
credit  standards.  It's  really  those  customers  that  we  look  at  clearly 
in  terms  of  this  issue  of  credit  availability. 

There  are  even  programs  at  city  levels,  and  my  bank  participates 
in  almost  all  of  them.  I  would  dare  say  that  all  these  programs 
have  been  vital,  particularly  during  this  post-recession  period. 

Access  and  delivery  of  credit  is  also  changing.  Yes,  you  can  walk 
into  a  branch.  Yes,  you  can  see  loan  officers  on  platforms,  particu- 
larly at  Bank  of  Boston — in  fact,  over  17  platforms  in  this  State 
alone.  Clearly,  small  business  has  more  options  today.  They  can 
apply  by  phone.  They  can  even  apply  by  fax. 

Soon,  we  will  see  customers  applying  through  a  PC.  So,  I  think 
when  it  comes  to  access  and  delivery,  customers  will  have  more 
and  more  choices,  and  greater  access  to  credit. 

In  conclusion,  I  think  it's  very  clear  that  at  least  at  this  point, 
that  merger  activity  and  lesser  number  of  banks  has  not,  in  fact, 
affected  credit  availability.  This  is  still  a  very  substantial  segment 
of  the  U.S.  economy,  and  both  banks  large  and  small;  and 
nonbanks  alike,  lending  to  this  segment  as  a  significant  profit  op- 
portunity. 

Large  corporate  America,  large  middle  market  companies  don't 
offer  the  same  alternatives  of  profitability  for  banks  anymore.  Of 
course,  the  nonbanks  in  their  actions  make  that  pretty  clear. 


11 

Some  have  talked  about  the  study  done  by  Peggy  Gilligan.  Re- 
cently, as  you  all  know,  the  Federal  Reserve  Bank  of  New  York  did 
their  own  review  of  that  study  and,  in  fact,  concluded  that  there 
was  no  negative  impact  resulting  from  current  merger  activities. 

The  Gilligan  study  suggested  that  the  reduced  percentage  of 
small  dollar  loans  versus  total  commercial  loans  at  NE  banks  was 
an  indicator  of  less  credit  availability.  I  believe  this  is  misleading. 
It's  clear  that  a  reason  for  this  is  that  there  is  a  larger  portion  of 
loans,  large  loans  extended  to  companies  outside  of  this  region  by 
Boston  and  New  England  banks.  Let's  face  it — Boston  is  a  major 
financial  center.  That  same  dynamic  occurs  in  other  cities,  New 
York,  Illinois,  et  cetera.  So,  I  don't  think  one  can  infer  from  that 
study,  the  Gilligan  study,  that  consolidation  is,  in  fact,  a  driver 
here. 

Mergers  are  certainly  creating  more  efficiencies  for  everyone, 
particularly  for  the  banks,  as  well  as  the  customers.  I  think  those 
efficiencies  will  continue  and,  as  such,  will  continue  to  make  this 
a  very  profitable  and  good  segment  for  banks  and  nonbanks  to  pur- 
sue. 

At  the  end  of  the  day,  I  really  see  this  marketplace,  the  small 
business  marketplace,  enjoying  what  it  enjoys  today  and  even 
more,  more  options,  more  products,  better  pricing  for  the  future.  I 
don't  see  at  this  point  that  credit  availability  will  change  in  a  nega- 
tive way  unless  some  of  the  things  I  mentioned  like  capital,  regu- 
latory reform,  or  other  things  hamper  that.  I  can  tell  you,  as  one 
bank  sitting  on  the  panel  today,  that  our  commitment  to  small 
business  will  continue  and  won't  wane  or  lessen  in  any  way. 

Thank  you. 

[Mr.  Aloise's  statement  may  be  found  in  the  appendix.! 

Chairwoman  Smith.  Thank  you. 

Mr.  Torkildsen? 

Chairman  Torkildsen.  I  would  like  to  introduce  Lincoln 
Morison,  Jr.,  President  of  the  First  National  Bank  of  Ipswich.  He's 
also  appearing  on  behalf  of  the  Massachusetts  Bankers  Association. 
Mr.  Morison  is  also  a  Trustee  of  Bates  College,  an  Appropriator  of 
Beverly  Hospital.  Welcome,  Mr.  Morison. 

TESTIMONY  OF  T.  LINCOLN  MORISON,  JR.,  PRESIDENT,  FIRST 
NATIONAL  SAVINGS  BANK  OF  IPSWICH 

Mr.  Morison.  Thank  you  very  much.  I'm  very  pleased  to  be  here 
and  to  have  a  chance  to  address  you  on  this  very  important  issue. 
Let  me  just  state  at  the  outset  that  prior  to  joining  The  First  Na- 
tional Bank  of  Ipswich  5  years  ago,  I  spent  25  years  at  Bank  of 
Boston  in  the  commercial  lending  area.  So,  I  have  had  an  oppor- 
tunity to  see  the  circumstance  of  small  business  from  two  sides  of 
the  industry. 

The  First  National  Bank  of  Ipswich  is  a  $100  million  independ- 
ent, locally  owned  community  bank.  In  addition  to  our  head  office 
in  Ipswich,  we  have  branches  in  Essex,  Rowley,  Gloucester,  and 
soon  in  Newbury  Fort. 

The  principal  target  market  for  The  First  National  Bank  of  Ips- 
wich is  small  business.  Small  business  is  the  dominant  form  of 
business  in  Northern  Essex  County.  During  the  last  5  years,  I 
think  we  can  easily  conclude  that  our  competitive  life  has  not  been 
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made  any  easier  by  the  pace  of  consolidation  in  the  industry  in 
New  England. 

Indeed,  there  are  fewer  banks  operating  in  Massachusetts,  but  a 
higher  number  of  them  are  lending  to  small  businesses  today  than 
ever  was  the  case  in  the  past.  As  Mr.  Aloise  has  pointed  out,  the 
capital  of  banks  in  Massachusetts  has  grown  to  an  historic  high. 
Small  business  lending  is  receiving  the  benefit  of  that  increasing 
capacity  to  lend. 

Our  own  loan  portfolio  increased  by  15  percent  in  1995,  rising 
from  $56  to  $65  million.  Most  of  that  growth  was  in  small  business 
loans.  Loans  to  small  business  are  the  core  market  for  us  and 
many  other  banks  for  a  couple  of  very  obvious  reasons.  First,  96 
percent  of  all  businesses  in  the  United  States  have  sales  of  $5  mil- 
lion or  less.  So,  in  terms  of  numbers,  that's  where  the  action  is. 

Perhaps  more  importantly,  many  medium-size  and  certainly  larg- 
er companies  today  have  perfected  their  access  to  the  public  capital 
markets  as  well  as  to  insurance  companies  and  pension  funds, 
which  allows  them  to  very  aggressively  seek  alternative  sources  of 
financing  to  banks. 

Quite  often,  the  issue  of  whether  there  is  sufficient  credit  avail- 
ability for  small  business  or  for  any  segment  of  the  marketplace 
really  turns  on  a  difference  of  opinion  as  to  creditworthiness  rather 
than  credit  availability.  The  First  Natioral  Bank  of  Ipswich,  like 
most  of  the  banks  represented  at  this  table,  has  plenty  of  money 
to  lend.  We  would  like  to  see  another  15  or  20  percent  increase  in 
our  loan  portfolio,  and  we  would  love  to  see  that  in  the  form  of 
loans  to  small  business.  The  competition  to  bring  loans  to  The  First 
National  Bank  of  Ipswich  and  away  from  such  fierce  competitors 
as  are  represented  at  this  table  is  very  intense. 

Often,  the  small  businesses  that  feel  left  out  in  the  cold  in  the 
middle  of  this  very  intense  competition  are  really  out  in  the  cold 
because  of  issues  related  to  creditworthiness.  Those  issues  turn  on 
our  ability  to  identify  adequate  sources  of  repayment  rather  than 
on  the  adequacy  of  collateral  to  support  those  loans.  Commercial 
banks  and  most  banks  in  general  today  lend  into  situations  where 
the  prospects  for  repayment  are  very  high. 

No  one  of  us  ever  wants  to  repossess  a  piece  of  collateral,  wheth- 
er it's  a  guarantor's  house,  a  car,  a  piece  of  machinery  or  equip- 
ment or  commercial  property.  That's  not  the  business  we're  in. 
We're  in  the  business  of  intermediating  funds  and  absorbing  risk. 
The  kind  of  profit  margins  that  are  available  to  financial  institu- 
tions do  not  justify  taking  on  risks  that  fall  in  the  range  of  venture 
capital. 

Therefore,  we  must  be  convinced  of  the  borrower's  ability  to 
repay.  That  takes  a  well-constructed  set  of  financial  statements, 
and  it  takes  a  businessperson  who  has  a  plan  for  success.  There- 
fore, I  think  the  issue  of  creditworthiness  and  its  influence  on  the 
perception  of  availability  needs  to  be  explored  in  greater  detail. 

The  good  news  about  consolidation  in  the  financial  services  in- 
dustry in  the  United  States  and  locally  is  that,  as  has  been  pointed 
out,  availability  of  credit,  the  variety  of  products,  the  ease  of  access 
is  being  spurred  by  the  intenseness  of  competition.  As  a  small 
bank,  we  see  the  market  as  being  given  an  increasingly  clear  choice 
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between  a  high-speed,  low-cost  delivery  system  and  traditional  re- 
lationship banking. 

The  First  National  Bank  of  Ipswich  is  a  classic  community  rela- 
tionship lender.  Our  product  is  not  just  the  money  that  we  lend. 
Our  product  is  the  face-to-face  delivery  of  advice  and  counsel  based 
on  the  100  years  of  experience  that  our  commercial  lenders  bring 
to  bear  on  our  customer  base. 

The  issue  for  us  is  the  leveling  of  the  playing  field.  As  David 
Aloise  has  indicated,  nonbanking  competition  has  increased.  It  is 
intense,  whether  it's  the  Money  Store,  ITT,  GE  Capital,  credit 
unions,  or  the  like.  We  don't  need  walls  to  protect  us;  what  we  need 
is  access  to  compete. 

So,  from  my  perspective,  I  do  not  want  to  be  protected.  I  want 
to  be  allowed  to  reach  out  into  as  many  different  profitable  lines 
of  business  without  regulatory  fences  that  will  allow  me  and  my  in- 
stitution to  survive  and  grow  and  to  continue  to  serve  the  customer 
base  that  we  have  targeted. 

In  conclusion,  I  would  say  that  both  the  Massachusetts  Bankers 
Association  and  the  The  First  National  Bank  of  Ipswich  do  not  be- 
lieve that  the  trend  toward  consolidation  in  financial  institutions  in 
Massachusetts  has  reduced  the  availability  of  credit  to  small  busi- 
ness. In  fact,  we  think  it  has  enhanced  it.  We  think  there's  more 
to  come. 

[Mr.  Morison's  statement  may  be  found  in  the  appendix.] 

Chairman  Torkildsen.  Thank  you,  Mr.  Morison,  for  your  testi- 
mony. 

Now,  we'll  hear  from  Mr.  Jim  Zafris,  President  of  the  Danvers 
Savings  Bank.  Mr.  Zafris  is  also  on  the  board  of  North  Shore 
Chamber  of  Commerce  and  the  Massachusetts  Fund.  Welcome,  Mr. 
Zafris. 

TESTIMONY  OF  JAMES  G.  ZAFRIS,  JR.,  PRESIDENT,  DANVERS 

SAVINGS  BANK 

Mr.  Zafris.  Thank  you  very  much,  Congressman  Smith  and  Con- 
gressman Torkildsen.  I  welcome  the  opportunity  to  address  the 
issue  of  the  effects  of  bank  consolidation  on  small  business  lending, 
because  there  is  an  impact  which  I  believe  operates  to  the  dis- 
advantage of  small  and  growing  companies  seeking  financing. 

First,  let  me  say  that  there  is  a  broad  range  of  definitions  of 
what  constitutes  a  small  business.  Most  larger  hanking  companies 
have  traditionally  defined  small  companies  as  those  with  annual 
sales  of  $10  million  to  $50  or  $100  million.  But  lately,  and  often 
as  a  response  to  CRA  requirements  that  crop  up  during  merger  ap- 
plications, they  have  reduced  that  number. 

In  fact,  many  larger  banks  have  recognized  that  it's  in  their  self- 
interest  to  participate  in  programs  like  the  Small  Business  Admin- 
istration's Low  Doc  Program.  But  my  sense  is  their  participation  in 
this  kind  of  lending  is  more  the  result  of  practical  regulatory  con- 
siderations than  philosophical  conviction.  It  will  be  interesting  to 
see  as  mergers  continue  and  banks  become  larger  and  the  pressure 
is  off  whether  that  same  inclination  to  loan  to  small  companies  will 
continue. 

Let  me  give  you  my  definition  of  a  small  business.  It  includes 
startup  companies,  as  well  as  those  with  sales  of  up  to  $10  million. 
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But  most  small,  growing  companies  generate  sales  of  less  than  $5 
million  annually,  and  they  tend  to  share  some  fairly  common  char- 
acteristics. On  the  whole,  they  do  not  have  very  pretty  balance 
sheets.  Many  of  them  were  started  in  a  cellar  or  garage.  In  many 
cases,  the  founder 

Chairman  Torkildsen.  Excuse  me,  Mr.  Zafris.  If  you  could  pull 
the  microphone  closer  to  you.  I  understand  some  people  are  having 
trouble  hearing  you  in  the  back.  Thank  you. 

Mr.  Zafris.  Sorry.  In  many  cases,  the  founder  has  sunk  every 
cent  of  his  or  her  cash  into  the  operation  to  support  its  growth. 
There  are  varied  levels  of  management  sophistication  among  small 
business  owners,  with  many  needing  much  more  support  and  direc- 
tion than  others. 

In  short,  as  Congressman  Meehan  said  earlier,  small  business 
lending  is  a  unique  and  very  labor-intensive  type  of  activity  for 
banks.  Many  banks  are  simply  not  equipped  or  ready  to  devote 
their  resources  to  doing  it  well.  I  do  not  think  I'm  stretching  the 
point  to  say  that  a  $50,000  small  business  loan  is  not  high  on  the 
profit  agenda  of  a  multibillion  dollar  institution. 

It  takes  no  more  effort,  perhaps  less,  for  them  to  extend  a  credit 
of  $1  million  or  more  to  an  established  company  with  a  strong  fi- 
nancial state.  As  large  banks  continue  to  dominate  an  increasing 
share  of  our  market,  the  truly  small  businesses  are  going  to  find 
it  even  more  difficult  to  get  their  attention  and  their  financial  help. 

That  is  not  to  say  that  large  institutions  have  not  developed 
theories  about  how  to  loan  to  small  companies.  The  theory  that 
seems  to  be  currently  in  vogue  is  something  one  might  describe  as 
a  point-score  system.  The  potential  small  business  borrower  simply 
calls  a  designated  number  and  talks  to  the  bank's  small  business 
loan  center.  The  applicant  is  asked  to  provide  some  fairly  rudi- 
mentary financial  information,  and  if  it  passes  muster,  a  loan  of 
let's  say  up  to  $100,000  may  be  approved. 

This  theory  says  you  can  automate  small  business  lending.  It  is 
a  great  theory,  but  it  won't  work.  A  few  minutes  ago,  I  said  that 
small  business  lending  is  labor-intensive.  It  is  also  a  highly  per- 
sonal kind  of  lending.  If  you  are  going  to  make  a  successful  small 
business  loan  to  a  small  company  with  a  leveraged  financial  state- 
ment, you  have  to  know  the  people  involved  and  be  willing  to  work 
with  them  through  the  inevitable  rollercoaster  ride  that  most  small 
companies  experience  in  the  early  stages  of  their  history. 

The  first  loan  is  easy  to  make.  You  can  probably  do  that  through 
a  loan  center.  But  are  the  big  banks  going  to  give  the  borrower  an 
800  number  they  can  use  on  some  Thursday  afternoon  when  the 
company  suddenly  discovers  it  needs  help  in  meeting  Friday's  pay- 
roll because  an  expected  receivable  didn't  get  paid?  I  doubt  it. 

It  is  not  the  fault  of  multibillion  dollar  banks  that  they  cannot 
effectively  meet  the  needs  of  small  business.  It  is  a  byproduct  of 
their  size  and  their  multilayered  organization. 

Small  business  lending  is  done  most  efficiently  and  profitably  by 
small-  and  medium-sized  community  banks.  For  these  banks,  small 
business  lending  is  an  important  part  of  their  portfolio.  These  are 
relationship-oriented  institutions  with  experienced  lending  officers 
who  remain  in  place  and  develop  extensive  knowledge  of  the  com- 
panies that  are  their  borrowers. 
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However,  I  would  be  quick  to  point  out  that  not  all  small  commu- 
nity banks  have  the  talent  or  the  stomach  for  a  specialized  lending 
function  that  involves  more  than  the  usual  amount  of  risk. 

Having  said  this,  I  should  also  comment  that  from  personal  ob- 
servation, it  appears,  as  Lincoln  just  said,  that  a  growing  number 
of  community  banks  are  beginning  to  engage  in  small  business 
lending  as  a  means  of  acquiring  interest-sensitive  assets  and  reduc- 
ing their  interest  rate  risk.  That's  a  positive  sign  for  small  busi- 
ness. 

During  the  past  few  years,  my  bank,  Danvers  Savings  Bank,  has 
focused  on  small  business  lending.  We  were  the  first  mutual  sav- 
ings bank  in  the  country  to  be  designated  a  preferred  lender  by  the 
Small  Business  Administration. 

Our  asset  size  is  approximately  $235  million,  a  relatively  small 
bank.  But  we  have  extended  credit  of  almost  $50  million  to  263 
Massachusetts  companies  under  the  SBA  loan  guarantee  program. 
Although  I  do  not  have  an  exact  count,  I  would  say  it  would  be  a 
conservative  estimate  to  say  these  companies  provide  at  least  3,000 
jobs. 

There  is  no  magic  in  what  our  bank  does.  Early  on,  we  made  a 
commitment  to  small  business  lending,  and  we  invested  in  the  peo- 
ple and  delivery  systems  needed  to  make  it  work.  Other  community 
banks  have  done  the  same  thing.  As  I  have  stated,  there  is  increas- 
ing evidence  that  more  community  banks  are  beginning  to  see  the 
profit  potential  of  working  with  small  companies. 

The  SBA  loan  guarantee  program  has  been  a  critical  element  in 
our  success.  It  has  reduced  the  inherent  risk  in  a  small  business 
loan  portfolio,  allowed  us  to  generate  fee  income  and  control  our 
asset  size  through  secondary  market  sales  of  guarantees,  and  that 
in  turn  has  allowed  us  to  recycle  those  same  dollars  by  making 
loans  to  other  small  companies.  I  should  add  that  the  delinquency 
rate  of  our  SBA  loan  portfolio  is  no  greater  than  that  of  our  conven- 
tional commercial  loan  portfolio. 

In  summary,  as  banks  merge  and  increase  in  size,  they  become 
more  remote  from  small  business  customers  and  less  able  to  pro- 
vide the  close  working  relationship  that  most  small  companies  re- 
quire. Community  banks  will  continue  to  serve  as  the  primary 
source  of  loans  for  growing  businesses.  The  SBA  loan  guarantee 
program,  particularly  the  7(a)  Program,  is  a  vital  tool  for  commu- 
nity banks  in  their  small  business  lending  efforts. 

I  would  urge  your  Subcommittee  in  its  deliberations  to  continue 
its  support  of  the  Small  Business  Administration  as  the  most  cost- 
effective  way  to  use  to  guarantee  the  Federal  Government  to  create 
well-paying  jobs  in  our  market  sector. 

Thank  you. 

[Mr.  Zafris'  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  panelists.  I  will  take  the  prerog- 
ative of  the  chair  for  the  first  question.  We  are  not  going  to  be 
quite  as  tight  on  questions,  but  if  you  could  keep  your  answers 
brief,  we'll  try  to  make  our  questions  brief  so  that  we  can  cover  a 
lot  of  areas. 

First  of  all,  when  this  was  brought  to  me,  the  issue  of  a  character 
loan  was  the  concern,  that  as  consolidations  started,  the  character 
loan  would  be  a  thing  of  the  past,  and  there  would  not  be  anyone 
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meeting  that  character  loan  for  the  small  innovations  that  have 
made  America  great  —  an  idea  that  you  need  someone  to  help  back 
you. 

I  will  tell  you  what  my  experience  in  my  State  has  been — and  I 
was  concerned  there,  but  now  we  do  have  additional  banks  form- 
ing. We  have  had  30  new  ones  form  to  fill  that  need.  In  my  part 
of  the  Nation,  there  doesn't  seem  to  be  any  problem  at  this  point 
that  is  extensive,  but  it  appears  here  that  you  have  the  character 
loan  issue. 

You  were  addressing  that  the  key  is  still  the  local  bank.  The  lo- 
cality of  that  means  that  you  and  I  go  to  the  rotary  together.  You 
know  that  I've  never  had  a  business  that  has  failed.  This  is  an  in- 
novation I've  got  for  you  that  is  maybe  a  higher  risk  if  you  didn't 
know  Linda  Smith  and  that  I  don't  fail.  You  would  give  a  loan  to 
me  because  I'm  a  good  risk,  but  you  wouldn't  know  me  from  Adam. 

Are  you  feeling  in  this  region  that  because  you  have  such  big 
banks  that  there  is  a  need  for  that,  or  do  we  just  need  to  wait?  If 
we  wait,  are  those  innovations  stifled  and  do  they  have  to  go  to 
higher  levels  of  risk  themselves,  which  means  that  some  of  us  that 
have  innovations  will  not  at  a  certain  point  risk  the  other  assets 
we  have? 

Briefly,  not  everyone  needs  to  address  that,  but,  talk  to  me  about 
the  character  loan.  Can  we  wait?  Have  we  closed  out  a  certain  mar- 
ket? If  so,  what  would  you  say  we  would  need  to  do?  Mr.  Galla- 
gher? 

Mr.  GALLAGHER.  Well,  thank  you  for  that  question,  because  that 
really  is  the  issue.  If  we  translate  the  character  loan  into  the  terms 
of  the  Information  Age,  they  would  call  it  a  low  information  loan 
and  one  that's  not  exportable  easily  to  markets  that  look  for  that 
kind  of  predictability. 

Smaller  banks  use  these  community  relationship  techniques.  It's 
not  only  that  they  know  Ms.  Smith,  but  they  know  the  place  where 
her  business  is  going  to  start.  They  know  what  that  market  is. 
They  bring  those  factors  to  bear.  It's  a  personal  relationship  type 
lending  that  we  have  got  to  keep  if  we  want  to  keep  America  mov- 
ing the  way  it  has  been  moving.  If  we  want  innovation,  if  we  want 
creativity,  that  kind  of  lending  nas  to  be  made. 

That  kind  of  lending  is  typically  made  by  smaller  banks,  and 
that's  why  smaller  banks  are  to  me  so  important  and  so  critical  to 
the  way  we  distribute  capital  in  this  country  and  to  the  innovation 
that  is  needed.  Larger  banks  have  found  other  ways  to  do  it.  Credit 
scoring  is  a  way  to  do  it.  It  does  work.  It's  highly  predictable.  It's 
tied  to  the  actual  evidence  of  the  character  of  the  borrower,  and  it 
works.  It  can  be  very  efficient. 

The  really  low-cost  loans  are  more  likely  to  be  made  by  larger 
banks  using  credit  scoring  than  they  are  oy  smaller  banks  using 
their  relationship  personal  knowledge.  But  the  fact  is,  we  need 
both  and  we  need  to  preserve  both,  because  there  are  pressures 
within  the  market  that  want  to  simply  bypass  the  inefficiencies 
built  into  the  banking  structure  and  provide  business  capital  only 
to  those  businesses  that  are  so  uninnovative  that  they  are  abso- 
lutely predictable. 

In  short,  Ms.  Smith  and  Chris  Gallagher  could  start  a  Mac- 
Donalds,  but  we  couldn't  start  our  own  restaurant,  even  though  we 
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knew  and  our  banker  knew  in  that  town  that  that  would  work  and 
what  a  great  bartender  you  were  and  what  a  great  cook  I  was  or 
whatever  it  was  that  made  it  happen.  That  kind  of  innovation  has 
to  remain  if  we're  going  to  have  the  innovation  in  business  and  cre- 
ativity that  we  need  to  come  out  of  the  economic  doldrums  that  we 
experience. 

Chairwoman  SMITH.  Can  we,  though,  wait  and  see  is  the  ques- 
tion. Whether  or  not  we'll  keep  those  local  community  banks  or 
whether  the  consolidations  are  going  to — it  takes  me  a  lot  more 
time  to  rate  a  personal  loan  than  it  does  to  put  up  a  score.  I'm  wor- 
ried the  competition  could  come  in. 

Mr.  Hamill.  I  guess  I  would  comment  that  I  think  what's  being 
set  up  is  a  black  and  white  situation,  and  it's  not  that  easy.  Even 
in  the  largest  of  the  banks  such  as  Fleet,  we  have  the  ability  to 
handle  loans  under  $50,000  in  the  format  that  I  described,  through 
the  credit  scoring  process.  The  approval  rate  has  been  70  percent, 
which  has  been  about  the  approval  rating  that  had  been  in  place 
from  the  bank  before  that  process  was  put  in  place. 

Second,  I  would  make  the  point  that  there  are  over  100  Fleet 
people  who  are  dedicated  to  being  out  in  the  marketplaces  to  make 
small  business  loans.  This  is  not  just  about  calling  a  1-800  num- 
ber. Third,  the  Fleet  people  are  in  the  local  marketplace  and  there- 
fore, a  person  who  wants  to  come  in  and  talk  to  them  can  also  come 
do  so. 

Last,  I  would  say  that  the  issue  ultimately  is  not  just  character. 
While  that's  important,  it's  also  the  ability  to  repay  as  was  men- 
tioned earlier. 

The  larger  bank  has  larger  amounts  of  capital  to  be  able  to  ab- 
sorb that  risk.  A  smaller  bank  has  a  more  limited  amount  of  cap- 
ital, and,  therefore,  has  a  more  difficult  time  absorbing  risk.  So,  I 
think  the  answer  is  somewhat  complex  and  is  not  just  about  the 
character  loan. 

Chairwoman  Smith.  Thank  you. 

Mr.  Morison.  Can  I  sort  of  jump  in? 

Chairwoman  Smith.  Yes.  Mr.  Morison? 

Mr.  Morison.  To  me,  the  character  loan  is  more  myth  than  it 
has  been  reality.  The  day  of  an  individual  walking  into  a  bank, 
shaking  hands,  walking  out  with  $50,000  with  a  note  to  be  signed 
later,  with  no  collateral,  no  financial  information,  if  it  ever  existed, 
didn't  exist  in  very  great  quantity. 

You  have  to  keep  in  mind  that  banks  are  not  lending  their  own 
money.  Banks  are  lending  depositors'  money.  They're  lending 
shareholders'  money.  The  tolerance  for  risk  in  a  financial  institu- 
tion is  extremely  small.  Most  well-managed  banks  are  earning 
somewhere  between  1  and  IV2  percent  on  assets.  If  you  run 
through  the  math,  you'll  find  that  the  tolerance  for  error  in  lending 
in  any  financial  institution  is  extremely  small. 

You'll  also  find  that  the  size  of  the  legal  code  has  expanded  at 
a  compound  rate  far  faster  than  anything  else  has  grown  in  this 
country,  and  the  legal  system  itself  makes  it  very  difficult  to  lend 
on  informal  terms  and  conditions. 

Character,  as  John  Hamill  has  stated,  is,  in  fact,  the  first  issue 
that  a  bank  addresses  in  making  a  loan,  as  to  whether  the  person 
with  whom  you're  dealing  is  a  person  of  integrity,  is  a  person  of 


18 

capacity,  is  a  person  who  has  a  track  record  of  living  up  to  his/her 
commitments.  That  element  in  the  lending  process  will  never  dis- 
appear. 

We  are  finding  ways  to  mitigate  risk  without  having  information. 
As  a  matter  of  fact,  the  large  banks  have  been  very  innovative  in 
using  personal  credit  histories  of  the  principals  as  a  substitute 
lending  criteria  to  small  businesses  rather  than  extensive  financial 
information  from  the  business  itself. 

But  in  the  last  analysis,  the  ability  of  a  financial  institution  to 
make  a  loan  depends  on  the  ability  01  that  institution  to  assess  not 
just  the  willingness  to  repay.  Every  borrower  that  we  come  in  con- 
tact with  wants  to  repay  that  loan.  The  issue  is  whether  he  or  she 
can  repay  the  loan.  Capacity  is  something  that  is  determined 
through  information  as  well  as  through  collateral. 

So,  I  think  we  have  to  be  careful  when  we  mythologize  the  char- 
acter loan  into  something  that  it  never  really  was.  As  was  pointed 
out,  it  is  the  ability  to  take  risk  without  perfect  information.  There 
are  a  variety  of  inputs  that  one  uses  to  do  that. 

I  think  I  could  make  the  case  that  big  banks  in  their  own  way 
are  finding  ways  to  do  that,  as  are  small  banks.  We  simply  choose 
to  do  it  face-to-face.  They  are  finding  other  mechanisms  to  achieve 
the  same  result. 

Chairwoman  Smith.  Thank  you. 

Mr.  Zafris? 

Mr.  Zafris.  I  think  we  all  agree  that  there  is  enough  capital  out 
there  to  fund  small  business.  The  real  issue  is  whether  that  capital 
is  being  channeled  to  the  small  businesses  that  need  it.  I  perhaps 
will  take  a  somewhat  contrary  position  to  other  members  of  the 
panel  on  that  score. 

I  sort  of  have  an  old-fashioned  way  of  defining  banks,  and  I  think 
there  are  banks  that  take  the  position  of,  "How  can  we  do  the  deal? 
How  can  we  make  the  loan?"  as  opposed  to,  "Why  should  we  make 
the  loan?"  There's  a  very  wide  difference  between  those  two  phi- 
losophies. 

I  think  that's  why  we're  seeing  a  diversity  of  banking  charters 
of  small  businesses.  Men  in  the  communities  are  iust  saying  to 
themselves,  "If  we  can't  get  the  credit  somewhere  else,  well  start 
our  own  bank  to  make  it  easier  for  us  to  get  the  credit  to  those 
startup  and  young  and  growing  companies." 

Let  me  give  you  an  example.  I  had  lunch  on  Wednesday  with  the 
President  of  a  software  company  to  whom  we  paid  an  SBA  loan  4 
years  ago.  That  company  was  referred  to  us  out  of  our  county  but 
not  too  far  from  our  bank,  probably  30  miles  away.  That  company 
was  referred  to  us  only  after  they  had  been  turned  down  by  a  large 
bank. 

While  we  were  having  lunch  on  Wednesday  and  he  was  sort  of 
bringing  me  up  to  date  on  how  the  company  was  doing  and  part 
of  what  he  told  me — and  obviously,  we  have  been  following  the 
company  pretty  closely — is  they  did  $18.5  million  in  sales  last  year. 
They  have  200  employees  currently  working,  all  at  high-paying  en- 
gineering type  jobs.  They  expect  to  do  $25  million  in  sales  this 
year. 

They'll  be  closing  on  their  first  private  placement  of  $5  million 
this  week,  and  they  anticipate  that  they'll  be  doing  as  much  as 
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$100  million  in  1997.  I  mentioned  to  Congressman  Meehan  that  he 
might  like  to  visit  that  company.  It  happens  to  be  in  his  district. 

But  when  we  were  concluding  the  luncheon,  the  President  said 
to  me,  "when  we  came  in  to  see  you  to  get  that  first  loan,  I  knew 
you  really  didn't  understand  exactly  what  we  were  doing,  but  you 
bet  on  us."  I  didn't  think  I  was  making  a  character  loan,  but  I 
thought  I  was  making  a  judgment  call  in  terms  of  what  kind  of 
people  we  were  dealing  with,  what  their  experiences  had  been,  and 
what  they  were  bringing  to  the  table. 

By  using  an  SBA  loan  guarantee  to  sort  of  soften  the  risk  that 
I  was  taking,  it  seemed  to  me  to  be  a  prudent  risk.  I  think  that 
smaller  community  banks  are  much  more  willing  to  take  the  time 
and  to  give  the  kind  of  personal  service  that  you  need  to  give  to 
companies  like  that  that  have  enormous  potential  for  growing  the 
economy  and  providing  jobs. 

One  of  the  complaints  that  I  frequently  hear  from  people  who 
will  be  referred  from  other  banks  is  that  there  is  a  massive  loan 
officer  turnover  in  the  larger  banks.  It's  just  the  nature  of  the  insti- 
tution. There  is  not  much  incentive  for  a  young  MBA  graduate  at 
a  large  bank  who's  just  trying  to  build  his  reputation  to  take  risks 
with  small  companies  that  may  not  succeed. 

There  is  a  tendency  to  say,  "Why  should  I  do  it?"  rather  than, 
"How  can  I  do  it?"  So  that  while  I  think  that  I  would  agree  with 
Mr.  Morison  that  the  character  loan  also  has  a  number  of  different 
definitions,  I  think  personal  banking,  personal  attention  to  small 
business  borrowers  is  essential  if  we're  going  to  help  those  small 
companies  grow  and  prosper. 

Chairwoman  SMITH.  Thank  you. 

Mr.  Meehan,  would  you  like  to  take  the  next  question? 

Mr.  Meehan.  Yes.  I  guess  we're  all  a  product  of  our  experiences. 
I  remember  when  I  graduated  from  law  school,  which  really  wasn't 
that  long  ago,  and  represented  a  number  of  small  businesses,  I  re- 
member taking  in  a  plumber  who  had  his  own  business  into  a 
small  bank  and  loan,  and  we  sat  down  and  he  filled  out  what  he 
needed  to  fill  out.  The  bank  president  interviewed  him. 

Within  a  matter  of  a  few  months,  we  went  back,  and  he  got  a 
$150,000  loan.  They  evaluated  his  financials,  and  they  had  done  a 
pretty  thorough  job.  I  thought  pretty  quickly,  the  loan  was  avail- 
able. We  were  talking  during  the  closing  to  the  bank  president 
about  how  that  got  done  so  quickly. 

The  bank  president  said,  "when  you  came  in  here,  I  could  tell 
just  from  talking  to  you  that  your  hands,  for  example,"  he  said, 
"were  dirty.  I  have  a  lot  of  plumbers  that  come  in  here  in  suits, 
and  I  wonder  who  the  heck  is  doing  the  work."  And  he  said,  "When 
you  talked  about  what  you  had  to  do  and  what  you're  going  to  do 
later  on,  I  made  an  assessment  during  the  IV2  hours  or  so  that  you 
were  here." 

I  think  when  we  talk  about  character  loans,  to  me,  that's — I 
mean,  I  listened  to  this  banker  talk  about  how  he  evaluates  in  ad- 
dition to  all  the  financials,  how  he  evaluated  this  particular  indi- 
vidual that  came  in  who  was  an  extremely  hard  worker,  someone 
that  as  Congresswoman  Smith  said,  somebody  who  doesn't  fail.  I 
mean,  they  just  are  committed. 
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So,  I  think  that's  what  we're  talking  about  when  we  talk  about 
those  kinds  of  character  loans.  I  recognize  the  legal  obstacles  to 
making  loans,  the  fact  that  there's  excessive  regulation  oftentimes, 
and  particularly  in  small  banks,  almost  an  incentive  to  prevent 
banks  from  making  loans. 

But  I  want  to  ask,  all  of  us,  I  think,  can  agree  that  banks  and 
small  business  is  the  key  to  economic  growth.  There's  a  serious 
concern  that  many  of  us  have  that  bank  consolidation  leads  to 
fewer  loans.  If  that  were  true,  then  that's  certainly  a  situation  that 
would  undermine  the  economy. 

In  Massachusetts,  for  example,  we  have  lost  in  excess  of  30  per- 
cent of  our  banks  over  the  last  5  years  due  to  closures  and  consoli- 
dations. But  it's  impossible — and  I'm  also  aware  of  the  conflicting 
aspects  of  the  study  that  was  done  by  the  Federal  Reserve  Bank 
in  Boston  and  the  study  that  was  done  in  New  York. 

But  it's  impossible  to  address  these  concerns  of  Congress  unless 
we  have  all  the  necessary  facts  and  figures  to  try  to  determine 
whether  or  not  this  consolidation  is  having  a  negative  impact  or 
not.  I  feel  strongly  that  the  1993  Small  Business  Loan  Disclosure 
Rule  that  requires  banks  to  report  yearly  all  loans  under  a  million 
dollars  is  an  indispensable  tool  in  this  effort  for  Members  of  Con- 
gress to  stay  informed,  yet  many  banks,  both  large  and  small,  have 
lobbied  Congress  to  eliminate  this  provision  as  part  of  a  banking 
regulatory  reform  package. 

I  guess  my  question  is  to  all  of  you,  is  this  something  that  you 
want  to  see  repealed?  If  so,  could  you  explain  to  me  why,  since  it 
clearly  helps  the  Government  and  Members  of  Congress  track 
small  business  lending  in  order  to  make  an  evaluation  of  what 
works  and  what  doesn't  work  and  whether  or  not  there  has,  in  fact, 
been  fewer  loans?  This  seems  to  be  one  effective  tool  for  us  to  do 
that.  So,  I  was  wondering  if  all  of  you  would  comment  on  that. 

Mr.  Morison.  I  would  love  to  get  rid  of  that. 

Mr.  Meehan.  I'm  well  aware  of  that.  I'm  watching  the  bill. 

Mr.  Morison.  The  reason  is  that  The  First  National  Bank  of 
Ipswch  is  a  $100  million  dollar  bank.  Our  legal  limit  is  $1  million. 
Our  house  portfolio  limit  prefers  loans  in  the  $500,000  to  $750,000 
range  just  to  get  risk  dispersion  in  the  portfolio.  In  fact,  our  aver- 
age loan  is  probably  closer  to  $100,000  or  $150,000. 

In  the  Call  Report,  I  distinguish  between  consumer  loans  and 
commercial  and  industrial  loans.  So,  almost  by  definition,  every 
loan  I  make  that  is  a  commercial  and  industrial  loan  is  a  loan  to 
a  small  business,  because  I  haven't  got  the  resources  to  lend  to 
anything  other  than  a  small  business. 

So,  for  me,  the  reporting,  I  think,  is  superfluous.  That  would 
apply  to  banks,  I  think,  that  are  larger  than  $100  million  by  some 
amount. 

Mr.  Meehan.  How  about  the  larger  banks? 

Mr.  ALOISE.  I  think  I  would  have  to  concur  with  Lin  Morrison 
that  I  don't  really  find  that  regulation  very  helpful.  I'm  not  sure 
it  really  helps  you  really  get  a  handle  on  credit  availability  in  the 
marketplace.  Particularly  with  a  bank  like  Bank  of  Boston,  where 
we  have  both  local  and  national  lending  responsibilities,  I'm  not 
sure  that  that  tells  you  very  much. 
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Mr.  Meehan.  Doesn't  it  at  least  tell  us  how  many  loans  that  the 
Bank  of  Boston  made? 

Mr.  Aloise.  Well,  it  might  say,  "This  is  how  many  loans  have 
been  made."  I  don't  think  it  would  be  fair  to  use  that  yardstick  to 
see  how  effective  we  were.  In  fact,  it's  looking  at  things  like  our 
CRA  performance  and  other  things  like  that  and  the  amount  of 
credit  being  made  available  to  specific  marketplaces  which  may  be 
more  important  than  just  how  many  of  those  aggregate  loans  were 
made. 

But  beside  that,  besides  this  reporting,  we  have  our  own  yard- 
sticks. We  have  our  own  obligations  and  goals  to  put  money  into 
the  marketplace.  Quite  frankly,  as  one  bank  that  has  a  stated  pol- 
icy of  achieving  an  outstanding  CRA  rating,  I  would  forecast  that 
to  live  up  to  that,  particularly  under  the  new  regulations,  by  defini- 
tion suggest  you  have  to  be  very  aggressive  in  the  marketplace  for 
small  business. 

So,  I'm  not  sure  that  the  current  laws  really  give  everyone  what 
they  think  they  need  in  terms  of  measuring.  I'm  not  necessarily  for 
it.  I'm  with  Lin.  On  the  other  hand,  I  don't  let  it  drive  me  or  drive 
our  bank's  performance. 

Mr.  Hamill.  We  have  been  telling  the  story  of  how  many  small 
business  loans  that  we  make.  Anything  that  would  help  to  tell  that 
story  further,  I'm  in  favor  of.  I  think  that  the  reasons  people  are 
against  it,  are  paperwork  and  reporting  burdens. 

I  think  what  people  forget  in  this  process  is  that  it's  sort  of  like 
what  Senator  Dole  said  yesterday:  "I  wasn't  born  Senate  majority 
leader."  He  said,  "I  started  someplace  else."  The  big  banks  of  today 
weren't  born  big.  We  are  an  amalgamation  of  small  banks  that  got 
to  be  good  because  of  the  fact  that  we  served  the  local  communities. 

There  is  a  feeling,  therefore,  that  all  of  a  sudden,  these  banks 
that  were  built  up  that  way  are  going  to  transform  themselves  into 
something  different.  That's  not  true.  We  can't  transform  ourselves 
into  something  different,  because  we  are  what  we  have  been.  You 
don't  overnight  change  yourself.  If  you  even  wanted  to,  you  couldn't 
change  yourself. 

I  think  that  what  we  have  here  is  a  notion  that  big  banks 
couldn't  possibly  be  involved  in  small  business  lending.  You  ve  even 
heard  one  of  the  panelists  say  that  big  banks  really  wouldn't  want 
to  be  small  business  lenders. 

Yet,  as  the  first  regional  preferred  lender,  Fleet  has  made  $140 
million  in  SBA  loans,  making  all  the  kinds  of  loans  to  those  small 
businesses  that  really  need  the  loans.  I  would  say  that  I  would  be 
willing  to  give  you  anything,  Congressman  Meehan,  that  would 
show  you  what  it  is  that  we're  doing  in  order  to  take  care  of  the 
regional  issue  that  you're  trying  to  address,  and  to  make  sure 
you're  comfortable  with  it. 

I'm  not  sure  a  Federal  reporting  disclosure  form  is  the  best  way 
to  do  it.  Discussions  like  this,  pieces  of  paper  that  would  show  you 
where  we  make  the  loans  so  that  you're  comfortable  with  it  and 
you  can  talk  to  your  constituents,  I  think,  is  really  a  better  way 
to  go. 

Mr.  Gallagher.  Congressman,  I  would  like  to  take  your  ques- 
tion, which  I  think  is  a  very  good  one,  and  sort  of  lift  it  out  a  little 
bit  and  give  a  different  perspective.   What  you're  hearing  from 
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smaller  banks  is,  "We  can't  live  with  much  more  of  this  regulation." 
And  what  you're  hearing  from  larger  banks  is,  "We  can." 

In  a  very  real  sense,  the  pile-up  of  regulations  upon  banks  is 
driving  the  issue  of  consolidation,  because  it's  an  efficiency  issue. 
If  efficiency  becomes  hampered  by  too  much  regulation,  then  you 
have  a  problem  of  operating  as  a  small  bank,  and  you  have  to  be 
larger. 

Now,  at  the  same  time,  you  folks  in  Congress  and  the  regulators 
have  to  have  data  to  work  with  so  that  they  can  watch  it.  So,  you 
wind  up  with  this  weird  anomaly,  we  have  got  to  kill  this  village 
in  order  to  save  it.  That's  what  we  need  to  get  away  from. 

There  are  legislative  initiatives  in  Congress  today  that  will  bene- 
fit, in  the  same  way,  larger  banks  who  can  stand,  because  of  their 
size,  the  operating  inefficiencies  of  fire  walls  and  affiliates  and  all 
the  rest  of  it,  but  will  kill  smaller  banks  who  won't  be  able  to  at- 
tract the  deposits  and  the  liabilities  they  need  in  order  to  compete 
effectively. 

I  think  it's  important  that  we  keep  both  kinds  of  banks  operat- 
ing. They  each  perform  a  service.  They  do  valuable  things.  They 
each  have  a  different  view,  and  you  can  hear  those  different  views 
on  this  panel.  It's  important  that  that  competition  be  kept  alive.  I 
think  it  will  not  be  kept  alive  until  and  unless  the  regulators  and 
the  Congress  understand  that  too  much  information  for  them  may 
mean  too  much  inefficiency  for  us  smaller  banks. 

Mr.  Meehan.  Maybe  we're  in  a  situation  where  smaller  banks 
should  have  a  different  kind  of  regulatory  scheme.  I  hear  that  all 
the  time. 

Mr.  Gallagher.  That  has  been  reflected  in  CRA.  It  has  been  re- 
flected in  the  streamlined  exams  that  the  Office  of  the  Comptroller 
of  the  Currency  is  doing.  Eugene  Ludwig  is  actually  addressing 
this  and  doing  a  good  job.  But  there's  a  lot  of  folks  in  Washington 
who  aren't  very  happy  about  that,  because  they  think  Congress 

Mr.  Hamill.  But  I  think  defining  the  question — because  I  think 
what  you're  hearing  is  the  allegation  that  big  banks  do  want  to 
make  small  loans.  That  is  just  not  true.  We  have  the  numbers  to 
show  that,  and  we're  committed  to  it,  because  it's  a  big  part  of  our 
business.  We  make  money  at  it.  We  like  the  business.  We  have  in- 
vested millions  and  millions  of  dollars  in  people  and  systems. 

It's  that  gray  area  that  we're  talking  about.  It's  that  company 
that  is  struggling  to  get  to  the  next  tier;  that  is,  that  it  needs  a 
little  more  money.  It  has  a  good  idea  and  could  be  the  next  Digital 
Equipment,  or  it  could  be  the  next  IBM,  or  it  could  be  the  next 
Microsoft,  from  your  home  State,  Madam  Chairman. 

The  question  is,  how  do  you  know  whether  or  not  that  company 
is,  in  fact,  going  to  be  that  entity.  If  only  the  bank  would  give  more 
money.  We  have  all  wrestled  with  this.  The  question  is,  trying  to 
bring  together  pools  of  money  that  are  of  different  types  in  order 
to  give  those  companies  a  chance  to  get  to  the  next  plateau. 

It's  not  a  straight  bank  loan,  no  matter  how  good  the  character 
is,  no  matter  how  worn  the  plumber's  hands  are.  It's  not  about 
that.  It  can't  be  just  a  straight  loan,  but  it  can  be  a  combination 
of  funds  coming  from  banks,  coming  from  guarantee  funds  put  up 
by  either  SBA  or  State  funds.  It  can  be  a  local  fund  that  has  been 
funded  by  a  consortium,.  We  need  to  cobble  together  sources  of 
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money  before  those  companies  can  get  to  the  equity  markets  and 
to  the  venture  capital  markets. 

Joyce  Plotkin,  who's  here  representing  the  Software  Council,  and 
I  have  talked  about  it,  others  have  talked  about  it,  how  we  put  that 
combination  of  funding.  That,  I  think,  is  critical  for  all  of  us,  be- 
cause could  be  the  next  Microsoft.  We  want  that  customer  to  be  our 
customer. 

If  that  can  be  defined  well,  I  think  that  is  where  the  home  runs 
come.  Having  good  decisionmaking  in  that  process  is  what  will 
make  a  big  impact  on  the  economic  well-being  of  the  region  and  the 
country.  Because  we  are  going  to  take  care  of  the  small  business 
borrower  who  comes  in  and  is  the  everyday  small  business  bor- 
rower. They're  not  going  to  get  away  from  us.  But  it's  that 
Microsoft  of  tomorrow  that  we  want  to  make  sure  that  we're  able 
to  hit. 

That's  where  this  Subcommittee,  I  think,  can  do  enormously  good 
work  to  flesh  that  out,  to  try  to  find  how  do  we  define  that  and 
what  are  the  pools  of  money  and  where  is  it  that  the  cooperation 
can  come  about  so  that  it's  not  just  about,  "Gee,  if  the  bank  would 
only  make  a  loan."  That's  too  simple  an  answer,  or  if  it's,  "If  only 
the  venture  capital" — that's  too  simple  an  answer.  It's  not  really 
the  right  question. 

Mr.  Zafris.  Although  I  share  Mr.  Gallagher's  feeling  about  the 
sort  of  regulatory  paralysis  that's  being  imposed  on  banks,  I  really 
don't  have  any  problem  in  our  sized  bank  with  providing  the  kind 
of  information  that  you  referred  to  and  don't  find  it  a  burden  to 
making  loans  that  we're  making  to  small  companies. 

Mr.  Meehan.  My  interest,  obviously,  is  just  figuring  out  a  way 
to  make  a  determination.  There  are  a  lot  of  facts  and  figures  out 
there.  But  overwhelmingly,  I  think,  all  of  us  up  here  agree  that  60 
to  70  percent  of  the  job  growth  in  this  region's  going  to  come  from 
small  companies.  I  hear  from  them  oftentimes  talking  about  the 
difficulty  of  credit  availability. 

Then  when  we  get  to  the  whole  issue  past  that,  the  venture  cap- 
ital, the  question  is,  how  do  we  get  venture  capital  to  be  patient. 
Maybe  we  do  that  by  cuts  in  capital  gains  that  are  targeted.  But 
in  any  event,  the  question  is,  how  do  Members  of  Congress  make 
that  determination. 

Chairwoman  Smith.  You  see,  we  do  agree  on  that  topic. 

Mr.  MEEHAN.  Targeting  the  capital  gains.  Now,  our  retroactive 
capital  gain 

Chairwoman  Smith.  Mr.  Torkildsen? 

Chairman  Torkildsen.  Thank  you,  Madam  Chair.  Just  to  follow 
up  in  that  same  vein  it's  comforting  to  know  that  the  banking  com- 
munity is  not  a  model  of  opinion  any  more  than  either  of  the  major 
parties.  It's  nice  to  have  some  honest  disagreement  from  the  panel 
here  today. 

For  any  of  you,  does  the  increased  regulation  of  the  banking  com- 
munity play  a  role  at  all  in  your  decisions  in  lending  for  small  busi- 
ness? Has  it  hampered  it?  Has  it  made  no  difference  at  all  from 
your  perspective?  Could  you  comment  on  that?  Because  clearly, 
with  the  bank  failures  which  were,  as  everyone  knows,  more  in 
savings  and  loans,  but  because  of  that,  an  effect  has  been  much 
tighter  regulation  of  the  banking  community  in  general. 
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Then  as  a  second  part  of  the  question,  a  point  David  Aloise 
brought  up,  the  role  and  effect  of  nonbank  competitors — I  mean, 
the  banking  business  is  very  different  nowadays.  You  can  receive 
a  lot  of  the  services  that  you  used  to  receive  from  a  bank  from  dif- 
ferent, very  specific  types  of  competitors  which  don't  face  the  regu- 
lation that  the  banking  community  does.  Is  that  a  factor?  Does  that 
make  it  more  difficult,  less  difficult? 

At  least  at  this  point  in  time,  I'm  not  aware  of  the  studies  done 
in  New  York.  The  Boston  Feds  actually  took  that  into  consideration 
as  a  separate  entity.  Could  any  of  you  comment  on  those  two 
points,  regulation  and  nonbank  competitors? 

Mr.  Morison.  In  terms  of  regulation,  the  issue  isn't  whether  reg- 
ulation turns  a  bank  away  from  a  particular  market.  It's  a  function 
of  imposing  an  increasing  cost  on  the  organization  to  comply  with 
the  regulations  which  reduces  the  competitiveness  of  that  organiza- 
tion relative  to  other  capital  providers. 

This  is  an  intensively  competitive  business,  both  on  the  side  for 
deposit  gathering  as  well  as  the  side  for  lending.  Anything  you  do 
to  impose  additional  costs  on  The  First  National  Bank  of  Ipswich 
means  that  we  become  less  competitive  in  fighting  for  our  market 
share.  So,  I  think  regulation  is  an  issue  of  cost  and  resource  alloca- 
tion, not  something  tnat  steers  you  to  or  away  from  the  market. 

I  said  in  my  verbal  remarks,  as  well  as  in  the  paper  I  submitted, 
that  nonbank  competition  is  increasingly  pervasive  and  increas- 
ingly difficult  to  deal  with,  because  they  do  have  a  cost  advantage. 
One,  they  aren't  regulated.  But  second,  nonbank  competitors  tend 
to  be  large  and,  therefore,  have  the  inherent  efficiencies  that  larger 
corporations  can  develop  in  their  distribution  capabilities. 

Nonbank  competition  is  as  prevalent  in  Ipswich  as  it  is  in  Bos- 
ton. Our  customers  are  getting  letters  from  Merrill  Lynch  all  the 
time,  from  the  Money  Store,  from  major  credit  card  companies  that 
are  issuing  business  credit  cards  as  opposed  to  consumer  credit 
cards.  Wells-Fargo  is  a  bank,  but  it  has  entered  into  a  direct  mail 
national  small  business  marketing  campaign.  It's  a  large  organiza- 
tion which,  in  fact,  may  be  more  efficient  than  we  are. 

One  of  the  problems  that  we  deal  with  here  and  in  other  parts 
of  the  country,  credit  unions  which  have  tax  exempt  status.  All  of 
these  things  are  bumps  in  an  unlevel  playing  field.  If,  in  fact, 
small,  independent  locally  owned  banks  are  going  to  be  an  impor- 
tant part  of  this  economy  going  forward,  that  level  playing  field  has 
to  be  created  and  regulatory  burden  reduced  to  help  drive  competi- 
tiveness and  survival. 

The  concern  that  banks  and  regulators  have  with  new  and  start- 
up companies  as  being  riskier — which  they  are — tends  to,  it  seems 
to  me,  create  a  subtle  negative  atmosphere  for  small  business  lend- 
ing because  banks  do  not  want  very  many  classified  credits  in  their 
portfolio.  Many  of  the  loan  officers  will  tend  to  say,  "Why  should 
I  do  it?"  rather  than,  "How  can  I  do  it?" 

I  think  we  need  a  regulatory  environment  where  there  is  a  little 
bit  more  sympathy  for  the  situation  and  where  judgment  is  also 
taken  into  consideration. 

Mr.  Morison  has  described  the  outside  competition,  and  I  think 
it  includes  credit  unions,  which  certainly  have  a  major  tax  advan- 
tage over  those  of  us  who  do  pay  taxes  and  yet  seem  to  be  able  to 
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compete  for  precisely  the  same  market  that  we're  competing  for.  I 
think  if  we're  going  to  have  a  reasonably  level  playing  field,  there 
should  be  some  scrutiny  into  their  role  in  the  future. 

Mr.  Morison.  I  just  have  to  add  one  thing.  I  was  walking  over 
to  the  consumer  side  of  the  branch  of  the  main  office  probably  6 
months  or  a  year  ago,  and  I  happened  to  see  a  husband  and  wife 
sitting  there  opening  up  a  savings  account.  So,  I  just  sort  of  stood 
by  the  side  to  watch  the  process  and  how  it  was  unfolding. 

They  were  talking  about  which  kind  of  account  they  wanted  and 
finally  settled  on  a  pass  book  savings  account  and  went  through 
the  process  of  doing  the  signature  cards.  Then  all  of  a  sudden,  the 
printer  behind  the  customer  service  rep's  desk  starts  whacking 
away,  and  this  long  document  comes  spewing  out  of  the  printer  be- 
hind her.  She  turns  around,  takes  it  off  the  printer,  presents  it  to 
the  couple,  and  said,  "I  would  like  to  take  you  through  this  disclo- 
sure." 

Now,  this  is  a  federally  mandated  disclosure  under  Truth  in  Sav- 
ings. It's  8V2  by  14  inches  long  in  very  small  type.  The  gentleman 
kind  of  looked  over  to  me,  and  he  went — he  was  just  nonplussed, 
because  he  had  no  idea  what  to  do  with  this  disclosure.  The  regu- 
latory burden  under  which  we  exist  includes  a  lot  of  things  like 
this  that  have  no  real  value  to  the  consumer  but  create  cost  on  the 
organization  which  affects  our  competitiveness. 

Mr.  Meehan.  When  I  used  to  do  bank  closings,  I  used  to  go 
through  this.  When  I  was  a  lawyer,  I  would  blame  the  Congress 
all  the  time  for  disclosures.  Now  I  think  back  on  that  saying,  "I 
could  have  worded  it  a  little  differently." 

Mr.  Aloise.  At  this  point  in  time,  I  think  as  banks,  we're  some- 
what fortunate  that  the  nonbanks  haven't  really  become  a  major 
force  yet.  They  have  just  begun  but  are  becoming  a  factor  for  the 
future.  I  think  over  time,  regulation  can  have  the  effect  of  limiting 
the  banks  in  terms  of  being  competitive,  in  terms  of  giving  cus- 
tomers what  they  want,  and,  in  fact,  by  pushing  costs  up  on  both 
the  customers  and  the  banking  industry. 

There's  no  question  in  my  mind  that  that  can  happen.  You  heard 
one  example  here  from  Lin.  It  happens  on  the  credit  side  and  the 
noncredit  side.  Where  we  get  into  trouble  is  when  regulation 
doesn't  tie  to  what's  good,  common  sense  either  for  the  customer 
or  the  bank  and/or  that  regulation  is  enforced  by  an  authority  to 
an  extreme,  which  we  have  seen  in  the  past. 

Clearly,  I  think  more  regulation  will  mean  more  cost.  It  certainly 
is  not  what  the  customer  wants.  Yes,  they  want  protections,  but 
they  don't  want  it  to  the  point  where  it  impedes  their  ability  to  do 
business  with  us  or  raises  their  costs.  I  think  over  time,  the 
nonbank  community  can  clearly  make  this  a  weapon. 

So,  I  would  certainly  ask  that  we  really  take  a  hard  look  at  those 
regulations,  make  sure  they're  sensible  and  protect  everyone's  in- 
terests, but  not  to  the  point  where  they're  beyond  common  sense. 

Mr.  Gallagher.  I  would  just  add  to  the  wisdom  of  my  colleagues 
on  the  panel  that  the  question  that  you  need  to  ask  in  Congress 
is,  "Is  this  regulation  or  is  this  law  required  for  safety  and  sound- 
ness?" because  you  have  to  establish  that  base. 

But  I  think  in  today's  competitive  world,  as  is  pointed  out  by  the 
question   asked,  safety  and  soundness  also  means  the  ability  to 
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compete  and  the  ability  to  compete  with  efficiencies  that  allow  you 
to  deal  with  the  competition  from  much  more  efficient  markets. 

So,  now,  safety  and  soundness  is  a  new  issue.  It's  not  just  have 
you  got  walls  and  protections.  Have  you  got  the  capacity  to  com- 
pete? Have  you  got  the  flexibility  to  address  customer  needs  in  an 
efficient  way  so  that  they'll  use  your  bank?  Have  you  got  a  diver- 
sity of  products  and  can  you  deliver  those  products  efficiently? 
Those  are  the  questions  that  are  much  more  important  than  have 
we  built  a  high  enough  wall  and  a  thick  enough  wall  and  have  we 
got  enough  regulatory  burden. 

That's  why  your  role  in  Congress  is  so  critical  to  preserving  the 
banking  system  if,  indeed,  you  believe  as  we  all  do  that  the  bank- 
ing system  is  essential  to  the  success  of  small  business  and  small 
business  is  essential  to  the  success  economically  of  our  community. 
It's  that  new  and  more  complex  focus  that  I  think  is  necessary. 

I  think  it's  being  done  well  in  the  Office  of  the  Comptroller  of  the 
Currency  right  now.  It's  a  good  place  to  look.  States  are  trying  to 
do  the  same  thing  in  order  to  maintain  their  own  State  controls. 
But  Congress  has  to  do  so,  as  well. 

Mr.  Hamill.  Could  I  just  make  one  final  comment?  The  only 
point  I  disagree  with  that  was  made  is  that  I  do  not  believe  if 
banks  went  out  of  existence  today  that  the  small  business  market 
would  not  be  well  served.  As  has  been  discussed,  we  already  have 
many  who  are  involved  in  trying  to  get  into  that  market. 

The  nonbank  would  love  for  more  regulation  of  banks  to  come  out 
and  more  restrictions  to  come  out,  because  the  more  that  that  can 
happen,  the  more  likelihood  it  is  that  banks  will  say,  "It's  too  ex- 
pensive to  serve  that  small  business  market."  And  you'll  have 
banks  exiting  the  market,  leaving. 

Banks  that  are  like  ours  that  are  trying  to  stay  in  that  market 
by  driving  the  costs  down  as  nonbank  competitors  are  already 
doing. 

Thirty  years  ago,  I'm  sure  there  was  testimony  before  Congress 
that  savings  banks  are  vital  to  the  continuation  of  the  home  mort- 
gage market  in  the  country.  Thirty  years  later  mortgage  companies 
have  become  a  dominant  force  in  the  home  mortgage  business.  So 
too,  I  think  what  we're  really  talking  about  here  is  the  question  of 
whether  or  not  there  will  be  something  else  other  than  a  bank 
serving  this  small  business  market.  The  answer  is  clearly  yes,  be- 
cause you  can  make  good  money.  Don't  drive  out  the  banks  by  over- 
regulating  them. 

Mr.  Gallagher.  I  would  just  like  to  add  one  thought  to  that,  be- 
cause I  think  it  is  critical.  That  market  will  be  served,  but  it  will 
be  served  with  credit  as  a  pure  commodity.  It  will  be  served  in  a 
homogenized  way.  It  will  be  served  by  secondary  market  types  of 
loans  that  will  detract  from  the  creativity  and  the  innovativeness 
that  small  business  really  needs. 

Those  folks  in  the  garage  who  really  need  that  loan,  they  need 
somebody  to  come  in  and  bring  the  added  value  of  their  skills  and 
knowledge  to  the  process.  It  won't  always  be  done  a  large  bank.  It 
won't  always  be  done  by  a  small  bank.  But  it  won't  be  done  at  all 
by  large  nationwide  offerors  of  credit  who  are  selling  off  loans  in 
^o^ndary  markets. 
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Chairman  Torkildsen.  Thank  you.  I  would  like  to  continue  on 
this,  but  for  time  restraints,  we  cannot.  So,  I  would  just  ask — in 
thanking  all  of  you  for  your  responses,  if  you  would  be  available 
to  respond  in  writing  if  other  members  of  the  Subcommittee  or  my- 
self have  any  additional  questions. 

Chairwoman  Smith.  Thank  you,  gentlemen.  You  have  educated 
me,  and  that  is  the  focus  of  this  Congressional  hearing.  You  elect 
us,  but  we  really  don't  know  everything.  We  just  like  to  pretend  we 
do.  Thank  you.  I'm  sure  I  have  additional  questions.  So,  you  will 
get  those  once  I  finish  them.  Thank  you. 

If  the  second  panel  will  come  forward,  we'll  start  in  5  minutes. 

[Recess.] 

Chairwoman  Smith.  Well,  welcome  back  to  the  hearing  again. 
Our  second  panel  will  have  a  little  more  of  a  diverse  background. 
The  first  was  mainly,  as  you  can  see,  banking.  So,  we  had  moved 
to  the  second  panel.  At  this  point,  I'm  going  to  ask  Mr.  Torkildsen 
to  introduce  the  witnesses. 

Chairman  Torkildsen.  Our  first  witness  is  Julie  Scofield,  Execu- 
tive Director  of  the  Smaller  Business  Association  of  New  England, 
which  is  located  in  Waltham,  but  this  association  applies  to  all  of 
New  England.  Welcome,  Ms.  Scofield. 

TESTIMONY  OF  JULIE  SCOFIELD,  EXECUTIVE  DIRECTOR, 
SMALLER  BUSINESS  ASSOCIATION  OF  NEW  ENGLAND 

Ms.  Scofield.  Thank  you,  Congressman  Torkildsen,  Congress- 
man Meehan,  and  Congresswoman  Smith.  It's  a  pleasure  to  be  here 
this  morning.  SBANE  is  a  1,500-member  organization  which,  as 
you  suggest,  has  its  members  throughout  the  6-State  region,  al- 
though the  highest  concentration  of  it  would  be  within  about  a  75- 
or  100-mile  radius  of  Boston. 

So,  that  would  comprise  Rhode  Island,  Eastern  Massachusetts, 
and  Southern  New  Hampshire  for  the  greatest  concentration. 
Those  businesses  come  from  manufacturing  service,  technology,  dis- 
tribution kinds  of  businesses,  most  of  them  with  100  or  well  under 
100  employees,  all  of  whom  value  their  relationship  with  their 
banking  institution  very  highly. 

The  nature  of  the  organization  is  to  be  involved  in  advocacy 
kinds  of  positions,  as  our  presence  here  today  suggests,  but  also  a 
very  strong  background  in  the  education  arena.  Our  role  is  to  help 
educate  our  members  so  that  they  can  be  better  businesses.  With 
respect  to  banking,  for  the  past  12  or  15  years,  we  have,  for  exam- 
ple, run  a  dozen  or  so  programs  on  how  to  manage  your  banking 
relationship. 

It  is  a  better  attended  program  when  there  are  difficulties  in  the 
economy  and  people  feel  a  greater  need  to  pay  attention  to  that  re- 
lationship. 

But  it's  just  as  important  a  program  to  us  when  times  are  good, 
because  it  is  our  belief  and  it  is  our  joint  belief — our  organization 
as  well  as  the  major  lending  institutions  that  are  also  our  mem- 
bers— that  by  having  good  communication,  a  borrower  can  do  more 
to  protect  himself  or  herself  in  the  future  against  any  hiccups  that 
that  company  might  go  through  and  that  that  company  is  going  to 
be  far  better  able  to  withstand  future  difficulties  because  there  is 
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some  depth  of  understanding  to  the  assumptions  upon  which  that 
lending  depends. 

When  we  have  had  some  difficulties  in  the  economy  as  we  did  5 
years  ago  with  the  credit  crunch,  we  once  again  chose  a  cooperative 
solution  to  that  and  worked  with  our  banks  on  what  was  called  the 
Willing  Lender  Program,  where  we  identified  individuals  within 
the  bank  who  would  take  a  personal  look  at  what  was  happening 
with  that  company  and  try  to  recommend  solutions. 

I  raise  those  with  you  because  all  of  the  initiatives  are  the  kinds 
of  things  that  depend  upon,  in  fact,  having  a  relationship  with  a 
banker  and  that  are  the  kinds  of  things  that  lead  to  the  survey  re- 
sults that  you've  all  read  as  conducted  by  our  organization  which 
said  back  in  April  that  56  percent  of  our  members  were  concerned 
that  bank  consolidation  was  going  to  have  a  negative  outcome  on 
small  business  lending  and  borrowing. 

I  think  it's  that  relationship  that  they  fear  they  may  lose.  While 
we  fully  expect  that  the  market  will  respond  by  private  smaller  or- 
ganizations cropping  up  to  come  behind,  there  could  be  a  lag  in  the 
conversions  of  those  and  that  that  is  what  is  feared  most  by  our 
members,  that  somehow,  that  relationship  will  be  changed. 

Now,  through  the  course  of  our  seminars,  we  know  that  the  big- 
gest pet  peeve  that  small  business  has  is  when  that  lending  rela- 
tionship is  changed.  I  know  that  many  of  the  banks  have  taken 
great  pains  to  make  sure  that  they  disrupt  as  few  of  those  loan  offi- 
cers and  they  try  to  keep  them  in  the  community  and  all  of  that. 

Nonetheless,  it's  the  small  business  community's  fear  that  with 
consolidation,  you're  going  to  see  a  greater  turnover  in  the  lending 
officers,  and  that  means  the  small  business  borrower  has  to  start 
all  over  again  in  educating  that  lender  to  the  dynamics  of  that 
business  and  that  that  puts  in  jeopardy  business  should  the  econ- 
omy go  into  a  slow-down  or  should  they  run  into  some  kind  of  a 
difficulty  specific  to  that  business. 

What  we  see  is  a  great — well,  let  me  give  you  one  other  example 
that  I  think  is  cause  for  concern.  Prior  to  these  hearings,  our  office 
had  been  very  quiet  with  respect  to  members'  calling.  We  have 
heard  very  little  from  our  members  that  would  suggest  that  we  cur- 
rently have  a  problem,  which  is  very  different  from  the  environ- 
ment that  we  were  in  about  5  years  ago,  where  we  heard  signifi- 
cant, very  high  noise  levels  from  our  members  that  there  was  a 
problem. 

But  in  consideration  of  these  hearings,  I  did  some  calling  around 
and  talked  to  some  of  our  members  and  talked  to  other  commu- 
nities. 

It's  worth  noting,  I  think,  that  the  situation  in  Connecticut  is  one 
where  there  seems  to  be  a  bit  more  pain,  as  it  were,  and  that  the 
market  given  the  general  slow-down  in  the  State  of  Connecticut 
has  been  slower  to  respond  in  that  area — and  it's  something  that 
I  would  recommend  that  you  look  at  a  little  more  closely  to  find 
out  if  there's  anything  specific  to  that  geography  that  tells  us  some- 
thing about  the  future  and  something  that  we  want  to  guard 
against.  In  talking  to  those  people,  it  was  underscored  for  us  that 
the  SBA  loan  guarantee  has  been  one  of  the  most  important  ele- 
ments in  issuing  credit  to  small  business  and  that  your  support  of 
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that  initiative  is  very  important  to  our  constituency.  We  would  like 
to  see  it  maintained  and  strengthened. 

I  think  in  summary  of  where  we  are  at,  we  have  the  highest  en- 
dorsement of  the  community  banks  and  feel  that  not  every  commu- 
nity is  as  well  served  as  is  those  communities  that  have  someone 
like  Lin  Morison  or  Jim  Zafris  in  their  midst. 

There  are  lots  of  smart  lending  institutions  that  are  less  sophisti- 
cated about  the  requirements  of  the  small  business  sector,  and  they 
would  all  benefit  by  having  the  role  model  of  those  two  individuals 
present  in  those  communities.  We  do  look  to  those  kinds  of  institu- 
tions as  paving  the  way  for  a  future  that  will  ensure  an  adequate 
access  to  capital  funds. 

[Ms.  Scofield's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  We  will  again  wait  for  questions 
until  all  the  panel  is  done. 

Mr.  Meehan,  would  you  introduce  the  next  witness? 

Mr.  Meehan.  Yes.  Ginnie  Allan  is  the  President  of  the  North 
Suburban  Chamber  of  Commerce,  which  is  headquartered  in 
Woburn.  The  North  Surburban  Chamber  is  one  of  the  largest  in 
Greater  Boston. 

In  Massachusetts,  Ginnie  is  one  of  the  leading  members  of  small 
business  and  was  very  effective  in  mobilizing  the  small  business 
community  to  fight  to  keep  Hanscomb  Air  Force  Base  here  in  Mas- 
sachusetts open.  So,  Ginnie,  we  appreciate  your  efforts  for  small 
business  on  the  effort  on  Hanscomb  and  the  fact  that  you're  here 
this  morning. 

TESTIMONY  OF  VIRGINIA  ALLAN,  PRESIDENT,  NORTH 
SUBURBAN  CHAMBER  OF  COMMERCE 

Ms.  Allan.  Thank  you,  Congressman  Meehan  and  Congressman 
Torkildsen  and  Chair  and  Congresswoman  Smith.  It's  nice  to  have 
you  here  in  Boston  on  such  a  nice,  warm  day.  As  Congressman 
Meehan  suggested,  I'm  President  of  the  North  Suburban  Chamber 
of  Commerce.  We're  located  on  Route  128,  which  has  been  known 
for  years  as  the  High  Tech  Highway.  That  has  been  affected  over 
the  past  few  years  by  some  changes  in  high  tech  in  the  Greater 
Boston  area.  But  we're  on  the  move.  We're  on  the  move  back. 

The  membership  of  the  North  Suburban  Chamber  is  made  up  of 
some  of  the  largest  companies  in  the  Commonwealth,  but  more  sig- 
nificantly, the  vast  majority  of  our  membership  involves  small  busi- 
nesses. These  companies  range  from  the  classic  Mom-and-Pop  oper- 
ations to  those  companies  which  have  grown  to  now  include  several 
hundred  employees.  Due  to  the  location  of  the  chamber,  we  have 
a  large  number  of  startup  and  former  startup  software  companies 
which  have  been  most  successful  over  the  past  few  years. 

What  is  particularly  interesting  is  that  as  these  companies  grow, 
so  too  does  their  need  for  an  understanding,  tuned-in  banker.  More 
than  two-thirds  of  all  our  new  businesses  start  out  with  less  than 
$10,000,  much  of  it  provided  by  the  entrepreneurs  themselves, 
their  friends  and  family  members. 

Once  the  firm  begins  to  show  signs  of  being  established,  it  then 
needs  to  look  to  banks  and  other  institutions  for  financing.  This, 
of  course,  is  a  critical  time  for  small  businesses,  who  with  appro- 
priate financing  might  just  beat  the  odds  and  be  successful. 
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In  talking  with  many  of  our  small  business  members,  I  was 
struck  by  the  concern  many  of  the  smaller  companies  have  with  the 
consolidation  which  we  are  currently  seeing  in  the  banking  indus- 
try, although  in  each  instance  there  was  not  a  willingness  to  cast 
aspersions  at  any  one  bank,  but  more  at  the  concept  that  as  the 
banks  get  bigger,  the  important  personal  service  might  diminish. 

In  most  cases,  these  individuals  were  pleased  to  say  that  their 
bank,  their  original  bank  before  consolidation,  was  terrific,  it  was 
those  other  banks.  It  reminded  me  of  the  comments  individuals 
make  when  they  complain  about  Congress.  Their  Congressman  is 
always  terrific.  It's  those  others  they  have  a  problem  with. 

Mr.  Meehan.  And  they're  right. 

Ms.  Allan.  An  interesting  case  in  point  was  the  recent  an- 
nouncement of  the  merger  between  Bank  of  Boston  and  Bay  Bank. 
It  appears  that  Bay  Bank  has  been  most  successful  in  their  efforts 
to  work  closely  with  the  small  business  community  developing  a 
process  which  expedites  service  and  sets  criteria  which  small  busi- 
nesses can  identify  and  work  toward  meeting. 

They  have  taken  pride  in  providing  individual  attention,  assign- 
ing a  loan  officer  to  each  small  business.  It  has  been  proven  most 
effective,  and  many  of  the  businesspeople  with  whom  I  spoke  were 
hopeful  that  the  new  banking  culture  following  the  merger  would, 
in  fact,  continue  to  have  small  business  as  a  priority. 

Another  concern  which  was  raised  was  that  as  the  larger  banks 
merged,  there  continue  to  be  made  an  effort  to  provide  loans  for 
small  businesses  at  the  same  or  a  better  rate  than  in  the  past.  Evi- 
dently, there  was  for  some  time  a  reluctance  to  make  public  the 
number  of  small  business  loans  issued. 

Many  of  the  small  businesses  indicated  that  having  that  public 
information  might  spur  on  the  banks  to  make  those  small  business 
loans,  keeping  their  feet  to  the  fire  even  as  they  grow  to  have  as 
an  expectation  that  so,  too,  will  be  their  commitment  to  small  busi- 
ness. 

In  most  of  my  conversations  with  the  individuals  mentioned,  they 
each  indicated  that  for  the  banks,  it  is  just  as  easy  to  do  the  paper- 
work on  a  $1  million  loan  as  it  is  on  a  small  one  of  $100,000,  which 
is  usually  the  top  amount  a  small  business  is  looking  for — again, 
the  concern  about  whether  banks  will  commit,  make  that  strong 
commitment  to  small  businesses  over  time. 

I  don't  need  to  remind  you  that  small  business  is  the  engine 
which  keeps  our  economy  bustling.  A  number  of  the  people  with 
whom  I've  met  drew  my  attention  to  a  number  of  recommendations 
from  the  White  House  Conference  on  Small  business,  with  particu- 
lar regard  to  banking  industry  reforms.  One  of  those  recommenda- 
tions called  for  relaxing  of  collateral  and  income-to-debt  ratio  re- 
quirements, allowing  banks  to  make  smaller  loans  based  on  char- 
acter, as  you  mentioned  earlier,  and  personal  background  and  cred- 
itworthiness. 

They  indicated  that  with  mergers  taking  place,  the  ability  of 
bankers  to  look  at  each  small  business  on  an  individual  basis 
might  be  impaired.  There  continues  to  be  a  consistent  interest  in 
encouraging  banking  institutions  to  keep  a  strong  community  in- 
volvement, and  that's  something  that  we  as  chambers  have  seen 
over  the  years. 
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In  having  that  community  involvement  based  with  the  local 
banks,  there's  an  ability  to  understand  the  particular  small  busi- 
nesses which  exist  in  the  communities,  as  well  as  being  invested 
in  those  communities.  I  think  there's  a  sense  of  cooperativeness 
which  comes  from  that  association. 

Having  loan  officers  who  have  traditionally  handled  small  busi- 
ness loans,  there  was  concern  that  they  may  be  at  risk  with  the 
proverbial  downsizing  which  would  go  on  after  a  merger,  that,  in 
fact,  those  people  who  were  most  knowledgeable  about  small  busi- 
nesses might  then  be  either  laid  off  or  sent  to  another  location,  so 
that  that  community  sense  might  be  diminished,  as  well. 

There  is  an  uneasiness  which  reflects  the  concern  that  without 
continuity  in  loan  officers,  a  chronic  lack  of  long-term  capital  for 
small  business  might  result. 

Finally,  I  think  it's  striking  when  one  looks  at  the  fact  that  dur- 
ing the  1989  to  1991  period,  of  the  2.6  million  new  jobs  that  were 
created,  1.5  million  of  them  came  from  expansion  of  small  firms 
when  they  went  from  zero  to  5  employees  to  5  to  19  employees. 

That's  really  the  critical  time  when  the  involvement  with  bank- 
ing is  important.  I  think  that  that's  a  concern  that  the  job  growth 
that  we  are  hoping  to  look  at  over  the  next  few  years  might  be  im- 
paired if  there  wasn't  a  cognizance  of  small  business  and  the  im- 
portance of  dealing  with  them  as  an  important  factor  with  the 
emerging  larger  banks. 

Thank  you. 

[Ms.  Allan's  statement  may  be  found  in  the  appendix.] 

Mr.  Meehan.  Thank  you. 

Our  next  witness  is  Mr.  John  Gould,  President  and  CEO  of  Asso- 
ciated Industries  of  Massachusetts.  Mr.  Gould  is  also  an  Executive 
Community  Member  of  the  Better  Business  Bureau.  We  welcome 
you,  Mr.  Gould. 

TESTIMONY  OF  JOHN  GOULD,  PRESIDENT  AND  CEO, 
ASSOCIATED  INDUSTRDZS  OF  MASSACHUSETTS 

Mr.  Gould.  Thank  you,  Mr.  Chairman  and  Madam  Chair,  Con- 
gressman Meehan.  I'm  delighted  to  be  here.  AIM  is  an  organization 
that  operates  in  Massachusetts.  It  has  3,550  members,  60  percent 
of  whom  are  manufacturers;  40  percent  are  employers  in  all  other 
areas  included  within  the  standard  industrial  code.  Some  of  our 
members  employ  as  many  as  19,000  people,  some  as  many  as  2. 
Our  average  member  employs  50  persons. 

The  late  1980's  and  the  early  1990's  were  difficult  for  employers 
and  for  bankers  of  Massachusetts.  There  were  higher  capital  re- 
quirements for  commercial  loans.  There  were  more  stringent  risk 
capital  requirements  for  small  borrowers.  We  were  in  the  midst  of 
the  worst  economic  recession  since  the  1930's.  In  1990,  late  1990, 
bank  regulators  sensitive  to  criticism  arrived  here  and  began  to  put 
pressure  on  bank  loan  portfolios. 

This  was,  in  my  opinion,  an  inflexible,  self-protective  exercise 
based  on  Texas's  experience — excuse  me;  I've  been  to  the  dentist 
this  morning,  and  this  is  not  a  good  day  for  it — the  problem  being 
that  the  regulators  who  came  in  had  been  in  Texas.  The  economy 
in  Texas  at  that  time  was  30  percent  based  on  oil,  totally  different 
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from  Massachusetts,  and  the  same  formats,  if  you  will,  for  review 
were  used  at  that  time. 

Later  in  1991,  AIM  published  a  business  confidence  index  we 
began  because  of  the  difficult  circumstances.  In  that  first  survey 
published  in  December  of  1991  based  on  actual  findings  from  800 
employers,  we  found  the  business  confidence  index  among  employ- 
ers to  be  at  41.5;  that  is  to  say,  of  each  100  who  were  surveyed, 
41.5  felt  pessimistic  about  the  outlook  for  their  companies  and  for 
the  future  of  business  generally  at  that  time. 

Today  in  the  mid-1990's,  that  drop  in  confidence  is  being  filled 
by  more  optimistic  attitudes.  The  confidence  index  at  the  close  of 
1995  had  improved  by  more  than  17  points,  a  complete  reversal,  if 
you  will,  of  the  conditions  that  had  existed  earlier.  It's  clear  that 
one  of  the  major  causal  factors  has  been  the  expansion  in  available 
bank  credit. 

The  expansion  came  on  the  heels  of  major  lending  availability 
programs  first  initiated  and  widely  advertised  by  Bank  of  Boston 
and  Fleet  Bank  in  1992.  We  had  been  involved  in  negotiations  with 
them.  The  development  and  wide  communication  of  these  programs 
had  a  clear  impact  on  confidence. 

A  survey  AIM  conducted  in  September  of  1991  found  17  percent 
of  employers  indicating  that  they  had  lines  of  credit  suspended,  de- 
manded, or  canceled.  In  a  follow-up  in  January  1993,  that  number 
was  down  to  10  percent.  In  October,  the  number  was  down  by  an- 
other 3  to  7  percent. 

Further,  from  June  1994  through  1995,  bank  lending  to  small 
business  rose  by  an  acknowledged  small  2  percent.  But  as  com- 
pared to  the  prior  period  June  to  June  where  bank  lending  was 
down  2.8  percent,  this  was  as  far  as  we're  concerned  looked  upon 
as  being  something  of  a  benefit  or  a  better  situation. 

Today  this  requires  us  looking  at  this  question — in  my  mind,  re- 
quires that  we  understand  the  regional  economy  that  we  live  in 
here.  We  have  trailed  the  national  economy  now  for  12  years. 
There  has  been  a  gap.  It  has  been  almost  a  trailing  gap.  It's  inter- 
esting to  note  that  as  1995  finished,  that  gap  was  being  closed  by 
that  17  percent  pick-up.  It's  a  happy  kind  of  a  coincidence. 

Now,  as  we  move  forward,  we're  finding  at  AIM  that  free  from 
the  regulatory  oppression  of  the  OCC  at  that  time,  larger  commer- 
cial banks  in  this  area  today  clearly  want  to  make  good  loans  to 
medium-  and  small-sized  businesses.  As  they  do  so,  they're  finding 
competition.  That  competition,  as  we  have  heard  here  this  morning, 
is  coming  from  smaller  banks  who  have  suddenly  found  that  busi- 
ness lending  in  the  medium  and  small  areas  is  and  can  be  profit- 
able. 

Nonbank  financial  intermediaries — again,  is  something  that  was 
mentioned  earlier,  so  I  won't  belabor  it — very  heavily  moved  into 
the  medium  and  small  sized  firms.  A  State  investment  tax  credit 
passed  in  1993  also  brought  new  access  to  capital  and  to  business 
credit.  Together,  a  capital  access  fund,  an  export  finance  fund,  and 
an  emergency  technology  fund,  all  made  possible  through  support 
of  Massachusetts  financial  institutions,  incidentally,  have  seen  900 
loans  totaling  $56  million  that  have  been  made  since  the  fall  of 
1993. 
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The  one  negative  development  in  this  general  area  comes  in  the 
national  support,  the  Congressional  support,  if  you  will,  with  the 
recent  decision  in  Congress  to  lower  the  loan  grantees  of  some  SBA 
programs  from  90  to  75  percent. 

Madam  Chair,  Chairman  Torkildsen,  and  Congressman  Meehan, 
although  I  believe  what  you're  doing  here  this  morning  is  very  im- 
portant, I  believe  that  the  problem  is  not  as  severe  as  it  might  be 
reported.  But  the  fact  that  you're  looking  over  this  situation,  that 
there  is  oversight,  that  there  is  caution  and  attention  I  think  is 
commendable. 

We  have  been  fortunate  here  in  Massachusetts  in  that  the  major 
banks  have  stepped  up  to  a  serious  problem  a  few  years  ago,  to 
what  was  then  severe  regulatory  pressure.  We  have  been  fortunate 
in  that  most  of  the  major  mergers  that  have  taken  place  here  thus 
far  have  been  regional  in  nature,  and  they  help  us  to  forego  a  great 
deal  of  fear  about  lack  of  attention  and  remote  lending  decisions. 

Admittedly,  the  lackluster  pace  of  the  economy  in  recent  periods 
well  could  change  and  could  lead  us  to  a  situation  where  profit  con- 
centration would  go  to  other  areas  of  lending.  Finally,  one  must 
consider  the  vagaries  of  bank  regulation — and  it  has  been  well  dis- 
cussed here  this  morning — the  fact  that  it  can  and  does  impact  on 
the  cost  of  making  a  loan. 

This  is  something  that  is  very,  very  important.  It  could  change 
our  market  dramatically.  Frankly,  on  behalf  of  all  our  members, 
I'm  delighted  that  you  are  paying  close  attention  to  this. 

[Mr.  Gould's  statement  may  be  found  in  the  appendix. 1 

Chairwoman  Smith.  Thank  you. 

Mr.  Meehan.  I  would  like  to  introduce  Frank  Romano.  Frank  Ro- 
mano is  the  President  of  a  small  business,  Elder  Living  Concepts 
of  Rowley,  Massachusetts.  He's  also  one  of  the  leading  advocates 
for  small  business  in  Massachusetts,  having  been  involved  in  the 
White  House  Conference  on  Small  Business. 

When  I  was  first  elected  to  Congress,  Frank  helped  me  establish, 
after  my  being  appointed  to  the  Small  Business  Committee,  a  task 
force  on  small  business  to  help  me  better  understand  the  market 
dynamics  of  small  business  in  Massachusetts. 

Frank,  thank  you  for  joining  us. 

TESTIMONY  OF  FRANK  C.  ROMANO,  JR.,  PRESIDENT  AND  CEO, 
ELDER  LIVING  CONCEPTS,  INC. 

Mr.  Romano.  Thank  you  for  the  opportunity  to  be  here  today.  I 
would  like  to  go  off  my  written  remarks  and  just  make  some  com- 
ments, if  I  could,  please. 

Chairwoman  Smith.  Please  do. 

Mr.  Romano.  I  would  like  to  say,  Mr.  Meehan,  that  certainly, 
SBANE  has  always  been  a  strong  believer  in  setting  up  Congres- 
sional task  forces  and  task  forces  for  Members  of  the  Senate  and 
New  England  so  we  can  better  provide  information  back  and  forth, 
at  least  grass  root  information,  as  to  what  we  really  see  every  day. 
Because  I  think  we're  there  on  the  firing  line.  We're  the  people  who 
try  to  cover  that  payroll  every  Friday  and  try  to  expand  and  try 
to  grow  our  businesses. 

But  as  we  approach  the  21st  Century,  it  is  being  said  by  many 
well-known  economists  that  we're  entering  a  global  economy.  Our 
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real  competition  is  Germany  and  Japan.  When  you  look  at  that,  if 
you  really  believe  that,  you  look  at  our  deficits,  the  trade  deficits, 
then  the  question  is,  what  do  we  have  in  the  United  States  that's 
different,  that's  unique.  Obviously,  it's  small  business. 

Both  of  those  countries  do  not  have  the  level  of  entrepreneurship 
we  have  because  they  don't  have  access  to  capital.  I  think  there  is 
the  key  that  we  have  all  been  talking  about  today.  You've  already 
mentioned,  Congressman  Torkildsen,  about  job  generation.  I  think 
we  all  know  that.  There's  no  use  repeating  what  small  business 
does  for  this  economy.  But  the  problem  is  access  to  capital. 

With  large  corporations  today,  the  Fortune  500,  the  word  is 
downsizing.  AT&T  announced  a  couple  weeks  ago  40,000  people  are 
going  to  be  laid  off  in  the  next  12  months.  The  defense  industry 
is  shrinking.  There  are  a  lot  of  great  people  in  those  companies 
who  have  ideas  that  maybe  were  passed  over  that  they  could  want 
to  start  a  small  business.  But  I  would  say  to  you  today,  their  abil- 
ity to  get  a  loan  as  my  ability  was  20-something  years  ago  when 
I  left  IBM  is  totally  different. 

It  is  much  more  difficult  today  to  get  a  small  business  loan  than 
it  has  been  in  the  past.  I  would  submit  to  you  it's  a  combination 
of  things.  I  think  certainly  that  consolidation  plays  a  role,  without 
any  question.  I  will  certainly — let  me  just  dwell  on  that  for  a  mo- 
ment. 

The  Wall  Street  Journal  article  published  last  year  by  Michael 
Saltz  called  'Truth  in  Small  Business  Lending:  Big  Banks  Fall 
Short  of  Their  Claims,"  if  I  might  just  quote  one  little  point  from 
that.  "When  it  comes  to  small  business  lending  in  the  New  York 
area,  we're  the  market  leader,  says  Frank  Lorenzo,  an  executive 
vice  President  of  Chemical  Bank.  There's  one  problem  with  that 
claim.  The  Federal  banking  reports  show  it  isn't  true." 

Let  me  just  say,  I  think  the  Federal  banking  reports  that  were 
done  now  for  the  last  3  years  that  had  been  at  the  request  of  small 
business,  that  whole  rule  came  about  because  we  had  here  in  Bos- 
ton about  10  years  ago  asked  to  set  up  a  Small  Business  Advisory 
Board  of  the  Federal  Reserve  Bank. 

Because  of  the  effort  of  that  and  particularly  the  Congressman, 
Torkildsen,  before  you,  your  previous  Congressman,  pushed  very 
hard  to  ask  all  the  Federal  Reserve  banks  to  set  up  a  small  busi- 
ness advisory  board.  One  of  the  things  we  asked  for  in  the  meet- 
ings we  had  with  Mr.  Vulker  and  then  the  subsequent  chairman 
of  the  Federal  Reserve  was  to  set  up  a  reporting  mechanism  that 
we  could  have  an  even  score  card  to  look  at  what  banks  are  doing 
the  small  business  lending.  Because  up  to  that  point,  there  had 
been  none. 

I  think  it's  interesting  in  the  report  that  Michael  Saltz  wrote  in 
ranking  banks  with  over  $20  billion  in  assets,  Fleet  ranked  number 
six,  which  is  not  a  bad  ranking.  However,  Bank  of  Boston  ranked 
number  26.  I  think  it's  interesting  is  the  percentage  of  loans  they 
make  to  small  businesses  in  this  category. 

Other  large  banks  have  been  successful  in  developing  small  busi- 
ness lending,  such  as  Key  Bank  and  Bank  One.  Now,  both  of  those 
banks  have  set  up  special  groups  within  the  bank  to  concentrate 
on  small  business  loans.  I  think  that  is  important. 
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Especially  in  the  case  of  Key  Bank,  they  keep  the  local  president 
and  the  local  board  of  directors  when  they  buy  a  bank  still  em- 
ployed. They  do  not  change  those  people  getting  back  at  the  char- 
acter loans  that  we  were  talking  about  earlier.  Clearly,  to  make  a 
character  loan,  you  have  to  know  the  person.  It's  not  going  to  be 
done  on  a  matrix  kind  of  lending. 

I  think,  too,  if  I  was  to  ask  the  question  of  Members  of  Congress, 
"If  you  didn't  have  to  have  your  votes  recorded  of  how  you  voted, 
do  you  think  there  would  be  a  change  in  some  of  the  outcomes  of 
the  votes  in  Congress?" 

Mr.  Meehan.  Not  us,  the  other  ones.  You  ought  to  ask  the  other 
Members. 

Mr.  Romano.  So  I  say  to  you,  I  think  the  recording  every  year 
that  requires  banks  to  record  loans  under  a  million  dollars  is  abso- 
lutely critical  for  any  future  research  in  trying  to  understand  what 
is  happening.  I  certainly  believe  it's  in  the  interest  of  small  banks 
to  lend  to  small  business,  but  it's  going  to  have  to  be  a  commitment 
on  their  part. 

We  have  had  precedent  here  in  New  England.  Back  when  Bank 
of  New  England  was  existing  as  a  bank,  it  had  a  small  business 
lending  group.  During  the  late  1980's,  they  even  had  a  small  busi- 
ness lending  prime,  which  was  two  points  below  the  average  lend- 
ing. 

I  would  say  that  the  last  issue  I  would  like  to  point  out  is  the 
regulatory  environment  that  John  commented  on.  It  has  still  been 
a  problem.  Certainly,  lenders  today  in  New  England  remember 
those  regulators  who  came  in  and  told  them  what  they  had  to  do 
in  their  banks.  I  spoke  with  the  chairman  of  a  major  New  England 
bank,  and  he  really  felt  about  a  year  ago  that  half  of  his  lending 
officers  might  have  to  be  replaced  because  their  decision  was  so 
damaged  by  how  tough  the  regulators  were  on  them. 

Just  recently,  I  spoke  to  a  banker  in  a  small  town  in  Durham, 
Massachusetts,  and  he  commented  when  I  asked  him  the  question, 
"Is  the  regulatory  problem  still  a  problem?"  he  said,  "Well,  Frank, 
I  just  made  a  loan  for  a  five  home  division  subdivision.  Two  were 
presold,  and  I've  done  business  with  this  borrower  for  20  years. 
We're  in  the  rotary  together,  and  he  has  never  defaulted." 

He  said,  "They  come  in  this  year,  and  that  loan  was  written  up 
as  being  substandard  because  I  didn't  have  an  absorption  study." 
Now  an  absorption  study  was  going  to  cost  about  $20,000.  That 
was  about  a  third  of  all  the  profits  that  builder  ever  hoped  to  make 
on  that  kind  of  loan. 

So,  I  would  say  to  you  the  residue  of  the  FDIC  and  the  OCC  is 
still  very  prevalent  here  in  New  England.  I  would  go  back  to  Peggy 
Gilligan's  report  and  tell  you  that  when  we  look  at  this  report,  even 
though  it  has  been  questioned  today — but  I  would  tell  you,  I 
haven't  seen  anything  in  this  report  to  say  it  isn't  true,  looking  at 
the  numbers,  that  small  business  lending  is  off  300  percent  in  New 
England  versus  the  rest  of  the  country.  That's  pretty  significant. 

That's  a  real  strong  number  of  what  lending  is  off  by.  I  would 
say  that  if  we  ever  hope  to  be  competitive,  then  we  have  got  to  look 
at  this  and  say,  "Why  is  that  the  case?"  Why  is  small  business 
lending  off  at  all?  If  the  numbers  are  real — now,  unless  someone 
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says  the  numbers  are  wrong,  but  if  those  numbers  stand  up,  some- 
thing isn't  right. 

I  would  submit  to  you,  too,  regarding  the  SBA — this  weekend,  I 
was  off  with  my  family,  and  I  had  a  chance  to  read  an  out-of-State 
newspaper  in  Vermont.  I  was  interested  to  know  that  both  Federal 
Express,  Apple  Computer,  and  Intel  all  received  SBA  loans  to  start 
their  businesses.  My  question  is,  if  those  three  companies  wanted 
to  start  there  in  New  England  today,  in  listening  to  the  bankers, 
I  would  submit  to  you  probably  the  only  banker  that  would  have 
made  the  loan  was  Jim  Zafris  at  Danvers  Savings  Bank. 

Those  three  companies  generate  in  taxes  $500  million  a  year, 
which  is  the  total  budget  of  the  SBA.  So,  again,  this  is  a  very  key 
issue,  and  I  appreciate  your  taking  the  time  to  look  into  it.  Thank 
you. 

[Mr.  Romano's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

Mr.  Meehan.  For  our  next  witness,  we  originally  had  scheduled 
David  Blohm,  President  of  Virtual  Entertainment,  to  speak  on  be- 
half of  Massachusetts  Software  Council.  However,  he  has  become 
ill.  We're  most  appreciative  that  Joyce  Plotkin,  the  Executive  Direc- 
tor of  the  Massachusetts  Software  Council,  will  be  testifying  today. 

Ms.  Plotkin,  thanks  very  much  for  being  here. 

TESTIMONY  OF  JOYCE  PLOTKIN,  EXECUTDTE  DIRECTOR,  MAS- 
SACHUSETTS SOFTWARE  COUNCIL,  ON  BEHALF  OF  DAVID  A. 
BLOHM,  PRESBOENT,  VIRTUAL  ENTERTAINMENT,  INC. 

Ms.  Plotkin.  Thank  you.  Thank  you  also  for  inviting  us  to  be  a 
part  of  these  proceedings  and  have  a  voice  in  them.  The  Software 
Council  is  the  trade  association  that  represents  the  software  indus- 
try. In  1989  when  we  did  our  census  of  software  companies,  we 
found  that  we  had  800  companies  that  employed  46,000  people  and 
generated  about  $3  billion  in  revenue. 

At  the  end  of  1995,  we  have  2,000  software  companies  that  em- 
ploy 97,700  people  and  that  generate  $7.1  billion  in  revenue,  so  we 
are  one  of  the  fast-growing  sectors  of  the  Massachusetts  economy. 
The  profile  of  these  2,000  software  companies  is  that  76  percent  of 
them  have  25  or  fewer  employees  and  5  million  or  less  in  revenue, 
so  they  are  primarily  small  businesses. 

I  would  like  to  comment  a  little  bit  about  the  financing  of  soft- 
ware companies.  Some  of  this  doesn't  relate  directly  to  bank  financ- 
ing, but  there  are  some  implications. 

In  terms  of  startup,  startup  capital  is  key,  obviously,  to  new  com- 
pany formation  and  to  the  future  of  the  software  industry.  We  have 
found  through  our  research  that  77  percent  of  our  companies  are 
self-financed.  That  means  that  they  are  financing  their  companies 
by  using  their  own  savings,  by  using  their  home  equity  lines,  by 
taking  cash  advances  on  their  credit  cards,  and  by  borrowing 
money  from  family  and  friends. 

The  other  primary  method  of  startup  financing  is  what  we  call 
angel  investing.  This  is  money  from  wealthy  individuals  who  have 
excess  spendable  money.  Many  of  the  angels  who  are  investing  in 
the  current  and  future  generation  of  software  companies  we  have 
determined  from  our  research  are  successful  software  entre- 
preneurs. We  actually  have  a  small  fund  here  in  Massachusetts 
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made  up  of  successful  software  CEO's  who  put  their  money  to- 
gether, they  have  a  fund  manager,  and  they  are  investing  only  in 
software  companies. 

The  more  traditional  methods  of  financing,  venture  capital  and 
ITO's,  we  find,  are  not  as  relevant  to  the  software  industry.  Our 
research  tells  us  that  about  20  percent  of  our  software  companies 
have  venture  capital  money.  That's  not  a  really  high  percent.  We 
find  that  the  standards  that  are  needed  for  venture  backing  are 
pretty  high  for  the  software  industry. 

You  need  a  very  large  potential  market.  You  need  a  high  growth 
rate  of  30  percent  or  more.  You  need  to  have  a  high  probability  of 
generating  a  very  good  rate  of  return  within  3  to  5  years. 

In  terms  of  the  public  markets,  the  research  has  been  consistent 
over  the  last  6  years  that  just  about  10  percent  of  our  companies 
have  the  option  of  going  to  the  public  market.  So,  again,  that's  a 
very  small  percentage  of  our  companies. 

So,  as  you  can  see  from  my  remarks  about  the  financing  of  soft- 
ware companies,  that  bank  financing  does  not  play  much  of  a  role. 
We  find  that  the  primary  way  that  banks  participate  in  software 
company  development  is  really  through  equipment  financing  and 
through  the  financing  of  receivables. 

Equipment  financing  is  generally  the  financing  of  computers.  As 
you  know,  they  are  becoming  obsolete  pretty  fast,  so  bankers  are 
even  more  cautious  about  financing  that  type  of  equipment.  The  re- 
ceivables, when  you  get  those  financed,  you  obviously  have  to  be  a 
going  concern.  You  have  to  have  a  product.  You  have  to  have  cus- 
tomers. It  helps,  obviously,  to  have  some  Blue  Chip  customers  in 
order  to  get  your  receivables  financed. 

The  reason  I  had  asked  David  Blohm  to  give  testimony  here 
today — and  I'm  sorry  he  couldn't  be  with  us — was  that  he  had  par- 
ticipated in  the  startup  of  three  companies.  I  think  it's  representa- 
tive of  the  industry.  The  first  company  started  out  with  a  DOD  con- 
tract, and  they  were  able  to  develop  something  that  they  were  then 
able  to  market  to  venture  capital  companies. 

His  second  company  was  started  by  actually  a  group  of  people, 
angels,  who  each  contributed  an  amount  of  money  totaling  about 
$150,000.  He  then  was  able  to  get  banks  to  help  finance  equip- 
ment, so  that  was  the  second  company. 

The  third  startup  company  that  he's  associated  with  has  one  in- 
vestor who  has  contributed  $3.8  million.  So,  that's  sort  of  typical 
of  software  companies  and  how  they  are  started  up.  So,  the  bottom 
line  as  far  as  we  are  concerned  is  that  banks  don't  play  a  large  role 
in  the  startup  financing  of  the  software  industry. 

That  makes  it  a  little  difficult,  because  the  Massachusetts  soft- 
ware industry  is  known  all  over  the  world.  I  think  the  latest  fig- 
ures say  that  we  have  about  $80  billion  of  sales  for  the  worldwide 
software  industry.  We  have  $7  of  that  $80  billion  just  coming  from 
Massachusetts.  So,  we  have  a  pretty  good  share  of  that. 

I  could  suggest  a  couple  of  things  that  people  might  consider  in 
terms  of  partial  solutions  to  this  problem.  One  is  that  we  need  to 
continue  to  provide  tax  advantages  to  people  who  provide  the  early 
stage  investments  like  our  angel  investors.  That  would  be  ex- 
tremely helpful.  We  found  that  that  was  problematic  during  the 
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credit  crunch  a  few  years  ago  in  that  everyone's  credit  was  being 
crunched,  including  those  people.  So,  that  was  difficult. 

Also  additional  loan  guarantees  to  provide  banks  with  incentives 
to  make  some  of  the  equipment  financing  would  be  helpful  at  some 
level,  as  well.  We  have  generally  found,  however,  that  we  have  to 
be  really  creative  to  try  to  find  financing  for  software  companies. 

One  of  the  things  we  did  here  in  Massachusetts  is  we  helped  to 
get  passed  a  State  law  that  allowed  for  the  creation  of  a  new  fund 
called  the  Commonwealth  Fund  that  is  administered  by  the  State's 
venture  capital  firm,  MTDC.  We  didn't  ask  for  money  from  the 
State.  We  just  asked  to  change  the  charter  of  that  organization  to 
allow  for  the  creation  of  a  new  fund  that  would  fund  early  stage 
technology  companies,  all  technologies,  not  just  software  compa- 
nies. 

What  happened  was  we  were  looking  for  investors  for  that  fund, 
and  we  approached  the  major  banks  in  this  town.  The  result  is  sort 
of  ironic.  We  were  successful  in  getting  a  million  dollar  commit- 
ment from  both  Fleet  and  Bank  of  Boston,  but  neither  bank  con- 
tributed those  monies  out  of  their  lending  portfolios.  They  were  all 
doing  it  because  we  asked  them  in  their  role  as  community  citizens 
that  if  they  were  going  to  be  participating  in  the  growth  of  the  soft- 
ware industry — and  one  of  the  engines  of  growth  of  the  Massachu- 
setts economy — the  only  way  they  could  figure  out  how  to  do  it, 
given  their  internal  guidelines  and  other  kinds  of  regulatory  guide- 
lines, was  to  do  it  out  of  their  community-based  dollars. 

So,  they  are  going  to  get  their  dollars  back  because  this  is  an  in- 
vestment in  a  fund,  and  we  hope  that  they  will  at  least  get  the  re- 
turn that  the  other  MTDC  investors  have  gotten,  which  is  I  think 
somewhere  around  a  15  percent  return. 

So,  I  think  we  need  to  be  very  innovative  and  creative  in  trying 
to  find  some  solutions  to  help  the  software  industry  in  particular. 
Thank  you  again  for  the  opportunity  to  speak  today. 

[Mr.  Blohm's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  panel.  We'll  start  with  our  ques- 
tions from  Representative  Torkildsen. 

Chairman  Torkildsen.  Thank  you,  Madam  Chair.  I  also  thank 
all  the  witnesses  for  their  testimony.  Just  to  start  off,  in  my  open- 
ing remarks,  I  had  asked  about  the  difference  between  the  Federal 
Reserve  Bank  of  Boston  study  and  the  Federal  Bank  of  New  York 
study  and  asked  for  any  thoughts  on  that. 

John  Gould  mentioned  perhaps  one  possibility  in  that  he  saw  the 
New  England  economy  not  rebounding  as  quickly  as  other  parts  of 
the  country  as  a  possible  explanation  for  how  these  two  different 
reports  that  came  to  two  different  conclusions  can  both  be  accurate. 
I  would  just  ask  John  to  comment  on  that  and  also  for  any  other 
comment. 

Mr.  Romero  again  cited  that  study  and  that  New  England  did 
not  have  that  same  access  as  other  parts  of  the  country.  From  your 
perspectives,  do  people  agree  with  the  assessment  about  the  lag  in 
the  economy,  or  were  there  other  factors  involved?  I  just  would  ap- 
preciate everyone's  comments  on  that  notion,  that  study  and  what 
the  underlying  cause  was. 

Mr.  Gould.  Mr.  Torkildsen,  there  is  no  question  that  there  has 
been  an  almost  traditional  lag  between  the  performance  of  the  na- 
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tional  economy  and  the  Massachusetts  economy,  particularly,  al- 
though you  could  generalize  and  say  New  England.  The  point  of 
the  matter  is,  it  goes  back  to  a  time  when  Massachusetts — let  me 
try  to  explain  this  very  simply. 

From  the  fourth  quarter  of  1985  till  the  third  quarter  of  1989, 
there  was  a  massive  amount  of  investment  in  upgrading  productiv- 
ity across  the  country.  Massachusetts  came  out  of  that  period  at 
the  last  quarter  of  1989  ranking  48  out  of  50  States  that  were 
judged  in  terms  of  its  capital  investment. 

If  one  were  to  trace  that  back — and  some  of  us  at  that  point 
did — one  found  that  this  had  been  a  creeping  kind  of  a  malaise  that 
had  been  going  on  really  since  1960.  We  have  for  the  first  time  in 
12  years  at  the  close  of  1995  found  a  net  increase  in  manufacturing 
jobs  in  Massachusetts.  What's  fascinating  is  that  almost  all  of  it 
came  in  the  fourth  quarter  of  1995. 

The  point  I'm  trying  to  make  on  that  part  of  your  question  is 
that  we  may  be  for  the  first  time  coming  out  of  something  we  had 
come  to  accept,  which  was  somehow,  the  Nation  is  doing  better 
than  Massachusetts,  and  that's  really  what  we  deserve  and  expect. 
Obviously,  it's  not  true,  but  it  was  the  reality. 

As  it  relates  to  the  findings  of  one  Federal  Reserve  Bank  versus 
another,  I  can  be  an  economist,  because  I  can  say  on  the  other 
hand,  I  have  both.  I  have  found  myself  very  often  agreeing  with 
conclusions  that  are  arrived  at  for  reasons  I  don't  agree  with  as 
they  come  out  of  Federal  Reserve  reports. 

I  am  not  trying  to  be  wise  about  this,  but  the  publication  system 
within  the  Federal  Reserve  system  is  interesting  in  that  it  pro- 
motes individualism.  When  you're  dealing  with  something  called  an 
economy,  you're  taking  a  great  chance  when  you're  trying  to  say  to 
people,  "Go  out  and  be  a  star."  To  quote  my  high  school  Latin, 
"Cum  grano  salis,"  the  difference  between  the  reports. 

Chairman  Torkildsen.  Thank  you. 

Would  anyone  else  like  to  comment  on  that? 

Mr.  Romano.  I  guess  the  comment  on  the  report — I  did  not  read 
the  New  York  report,  but  I  understand  the  New  York  report  was 
a  national  report,  not  a  regional  report;  am  I  correct  on  that?  But 
I  understand  the  total  numbers,  though,  was  the  summation  of  all 
the  regions. 

It  seems  to  me — again,  I've  only  read  Peggy  Gilligan's  report  10 
or  12  times — but  her  numbers  are  just  very  strong.  I  don't  know. 
I  think  that's  a  good  question  maybe  you  could  ask  of  two  Federal 
Reserve  Banks,  "Why  is  there  a  difference?" 

I  think  we  would  all  like  to  get  to  the  bottom  line,  why  does 
there  seem  to  be  such  a  difference  that  in  her  report  here  in  Bos- 
ton, she's  saying  banks  over  $5  billion — now,  these  are  the  banks 
that  have  been  consolidating — their  loans  are  off  5.3  percent.  Now, 
that's  a  big  number.  I  mean,  then  to  say  consolidation  has  had  no 
impact  on  small  business  lending? 

Then  you  go  back  to  Michael  Saltz's  report  in  the  Journal,  and 
he  gave  a  list  of  major  banks.  It's — certainly  Saltz's  report  from  the 
Wall  Street  Journal  comes  more  to  Peggy  Gilligan's  report,  those 
two  agreeing. 

Then  there  was  a  third  report  I  don't  know  if  everyone  has  had 
a  chance  to  look  at,  but  the  Fed  here  in  Boston  did  another  report 
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that  seems  to  lead  to  that  by  Joe  Pique  and  Eric  Rosengrad.  Did 
anyone  see  that  one  on  August  1995?  And  that  report  again  seems 
to  be  toward  what  Peggy  Gilligan  is  saying.  That  also  seems  to  tie 
into  the  SBANE  survey  in  the  spring  of  last  year  that  Julie  Scofield 
commented  on. 

So,  I  think  it's  important  to  understand  where  the  reports  and 
where  the  numbers  really  are,  because  it  makes  a  big  difference  on 
the  score  card. 

Mr.  Gould.  Frank,  I  don't  disagree  with  you  at  all.  I  have  one 
problem  as  it  relates  to  the  number  of  financial  intermediaries  who 
are  active  in  the  business  right  now.  They  did  not  exist — I'm,  as 
you  know  a  retired  banker — they  did  not  exist  in  any  kind  of  com- 
petitive fashion  as  they  do  now,  at  least  through  1988. 

When  you  start  finding  Federal  programs  and  State  programs 
where  you're  making  $58  million  and  then  $70  million  and  then 
$62  million  in  nonbank  loans,  you  are  going  to  dent  a  market  this 
size.  I  don't  see  how  you  cannot  do  it. 

Chairman  Torkildsen.  Any  other  comments  from  any  of  the  wit- 
nesses? Ms.  Scofield? 

Ms.  Scofield.  Well,  I  would  just  be  curious  to  know  to  what  ex- 
tent the  Connecticut  experience  is  operating  as  a  regional  drag  on 
those  numbers,  as  well. 

Jim  Howell  of  the  Howell  Group  and  formerly  the  chief  economist 
for  the  Bank  of  Boston,  whom  I  know  would  love  dearly  the  fact 
that  I'm  mentioning  his  name  but  probably  not  the  fact  that  I'm 
about  to  probably  misquote  him,  did  talk  about  the  recovery  of  the 
region  from  the  credit  crunch  and  the  percent  that  various  States 
were  back  to  being  as  a  percentage  of  where  they  were  before  the 
credit  crunch. 

The  percentage  for  Connecticut  was  just  terrifying.  I  mean,  they 
had  come  back  to  something  like  17  percent  ot  where  they  were 
prior  to.  They  are  hard  hit,  and  that's  a  drag  on  bank  lending  be- 
cause you  have  a  beleaguered  bank  community  that  is  in  general 
terms  less  bankable.  That  may  be  factored  somehow. 

You  don't  see  Connecticut  rebounding  with  private  enterprise 
and  small  banks  coming  in,  which  you  do  see  in  Maine.  You  do  see 
private  banks  coming  in  and  being  responsive  at  that  level.  So, 
there  may  be  some  of  that  that's  acting  as  a  break.  That's  just  a 
speculation. 

Chairman  Torkildsen.  If  there's  no  further  comment  on  that,  I'll 
just  say  that  it's  my  intent — and  I  think  the  other  members  of  the 
Subcommittee  would  agree — that  we'll  be  asking  the  Fed  of  New 
York  and  Boston  to  comment  on  each  other's  numbers  to  factor  in 
that  there  was  a  Connecticut  experience  that  was  just  so  different 
than  the  rest  of  New  England  that  it  had  an  overall  effect,  which 
certainly  seems  quite  possible,  and  then  also  to  ask  that  they  deter- 
mine what  nonbank  factors  were  involved  in  the  study,  as  well,  so 
we  know  if  we're  talking  about  commercial  institutions  or  these 
nonbank  entities  which  also  play  a  role  in  it. 

If  I  may  very  quickly,  Ms.  Plotkin  had  mentioned  about  the  Mass 
Technology  Development  Corporation.  Any  comments  from  anyone 
else  on  the  panel  about  a  Senate  entity  of  that  type?  From  my 
knowledge  of  the  Mass  Technology  Development  Corporation,  it  has 
been  very  positive.  However,  it  has  a  very  focused  role.  Perhaps  it's 
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better  to  keep  it  at  a  State  level  as  opposed  to  the  Federal  level. 
Is  there  any  comment  from  the  witnesses  on  that? 

Mr.  Gould.  I  agree  with  Joyce  entirely.  I  would  also  mention 
that  the  Mass  Business  Development  Corporation  has  been  going 
very  well  and  is  very  active.  Julie  and  I  are  both  involved  with 
that. 

Chairman  Torkildsen.  Thank  you. 

Chairwoman  Smith.  Before  we  go  on,  we  will  make  a  formal  re- 
quest of  this  Subcommittee  to  ask  for  comments  on  those  two  stud- 
ies. I  think  that's  a  very  good  idea,  Mr.  Torkildsen. 

With  that,  we'll  go  to  Mr.  Meehan. 

Mr.  Meehan.  Ms.  Scofield,  I  think  the  study  that  you  referred  to 
that  SBANE  had  conducted,  I  think  it  has  been  about  year  now 
since  that  survey.  There  has  obviously  been  sort  of  a  bank  consoli- 
dation since  then.  Would  SBANE  be  willing  to  take  a  look  again 
and  maybe  do  another  survey  and  see  whether  or  not  any  of  the 
more  recent  bank  consolidations  have  affected  your  survey  at  all, 
if  you  could  do  an  update?  Would  you  be  willing  to  do  an  update? 

Ms.  Scofield.  Absolutely.  We  would  be  just  as  interested  as  you 
to  see  what  the  trend  is  within  our  organization  and  the  extent  to 
which  it  remains  the  same,  it  has  gone  up,  it  has  gone  down,  we 
would  be  delighted  to  do  that. 

Mr.  Meehan.  That  would  be  great,  particularly  in  light  of  Chair- 
woman Smith  getting  this  information,  trying  to  get  the  Fed  to  re- 
solve  

Ms.  Scofield.  And  I  would  like  to  extend  that  if  there  are  any 
other  questions  that  you  would  like  to  see  bundled  into  that  out- 
reach, it  would  be  good  time  now  to  forward  them.  We  would  be 
happy  to  consider  that  whole  universe  for  further  Q  and  A. 

Mr.  Meehan.  The  other  point  that's  interesting  to  me,  when  I 
heard  Fleet,  I  keep  hearing  SBA  guaranteed  loan  from  Mr.  Ro- 
mano, SBA  guaranteed  loans,  and  I  can't  help  but  think  that 
there's  nothing  more  critical  than  making  sure  we  keep  the  SBA 
moving  and  going  and  make  sure  that  we  don't  abolish  the  SBA. 
Because,  another  interesting  thing,  I  guess  we're  all  a  product  of 
the  stories  that  we — our  experiences  and  the  stories  that  we  tell  as 
a  result  of  those  experiences. 

When  I  first  got  elected  to  Congress — and  one  of  the  reasons  I'm 
so  interested  in  this  issue  is  because  I  meet  with  small  businesses, 
as  my  colleagues  do,  on  a  regular  basis.  Wayne  Company  was  in 
Chapter  11,  and  they  were  trying  to  sell  off  their  various  plants 
around  my  district  and  facilities  around  the  district.  There  was  a 
facility  that  they  were  going  to  close,  and  50  employees  were  left 
there  after  the  downsizing.  They  were  attempting  to  survive.  There 
was  a  vice  president  who  had  kind  of  ran  that  facility  who  decided 
that  he  wanted  to  take  the  facility  and  make  a  small  business  out 
of  it,  but  he  couldn't  get  a  loan.  He  came  to  my  office  and  asked 
for  help.  We  got  the  Small  Business  Administration  involved.  I 
went  up  and  personally  got  involved  with  them  and  tried  to  get 
some  interested  lenders  after  we  got  the  SBA  guarantee. 

That  business,  not  only  did  it  save  50  jobs,  but  it's  now  250  jobs. 
This  particular  businessperson  who  lives  in  Lowell  and  has  a  busi- 
ness in  Methuan,  is  my  nominee  to  be  the  small  businessperson  of 
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the  year  in  Massachusetts.  I  hear  stories  like  that  all  the  time.  Mr. 
Romano  mentioned  Apple  computers  and  others. 

I'm  wondering  if  you  could  comment,  because  there  have  been 
proposals  in  Washington  to  abolish  the  SBA  or  to — certainly,  sig- 
nificant downsizing.  There  was  a  reference  to  going  from  9  percent 
guaranteed  to  75  percent  guaranteed.  I  wonder  if  you  could  com- 
ment on  SBA  as  it  affects  small  business  employment. 

Mr.  Romano.  At  least  from  my  point  of  view,  I  think  SBANE  has 
always  supported  the  SBA  and  has  been  a  strong  proponent.  Let 
me  say  that  both  parties,  Democrat  and  Republican,  at  times  have 
tried  to  get  rid  of  the  SBA.  It  has  been  a  bipartisan  effort,  unfortu- 
nately. 

Chairman  Torkildsen.  But  as  Marty  said,  it  was  always  the 
other  one. 

Mr.  Romano.  Certainly,  listening  this  morning  to  Mr.  Zafris  and 
his  7(a)  software  loan,  we  heard  that  he  did  make  an  SBA  loan  for 
software,  which  is  quite  interesting.  To  me,  if  the  numbers  come 
back  from  both  Feds  and  they  can  find  out  what  the  real  numbers 
really  are — and  let's  assume,  if  I  may,  for  answering  the  question, 
that  there  is  a  drop-off  in  lending  small  businesses  and  that  small 
banks — and  I  think  that  we  would  all  agree  that  both  reports — at 
least  don't  disagree — that  banks  are  the  $300  million  make  most 
of  the  loans  to  small  business. 

I  think  there's  an  agreement  on  that.  So,  at  least  that's  the  un- 
disputed point.  Now  the  question  is,  then,  how  do  we  motivate 
more  banks  than  the  $300  million  to  make  loans.  It  clearly  is 
through  the  SBA. 

This  latest  reduction  is  concerning  because  as  inflation  grows 
and  we  look  at  the  750  now  to  500,000,  I  think  the  750 — are  we 
going  to  be  back  to  750  on  the  guarantee?  Is  that  the  new  hope, 
that  we'll  be  back  to  750?  It  seems  to  me  that  we  ought  to  be  look- 
ing to  expand  that  to  go  to  a  million,  five.  That  is  one  of  the  rec- 
ommendations I  made.  Because  that  certainly  will  allow  the  small- 
er banks  that  are  also  competing  in  deposits. 

This  is  a  recent  article  in  the  Globe.  It  says,  "Smaller  Banks 
Squaring  Off  Against  Giants."  Well,  one  of  the  keys,  if  the  smaller 
banks  don't  have  the  deposits  because  of  the  guarantee,  they  can 
still  continue  to  lend.  If  their  deposit  base  shrinks  some,  they  can 
sell  off  that  guarantee.  So,  I  personally  would  be  a  strong  pro- 
ponent for  keeping  the  SBA  and  expanding  the  SBA's  lending  capa- 
bilities. 

Again,  if  we  find  out  that  the  Boston  report  is  correct,  then  I 
would  say  even  triple  that,  the  importance  of  the  SBA  to  step  in 
to  fill  that  void. 

Ms.  Allan.  One  of  the  interesting  things,  I  think,  about  the  SBA 
is  that  much  of  the  growth  in  small  business  over  the  past  few 
years  has  been  in  women-owned  businesses.  I  think  the  SBA  has 
taken  a  major  leap  in  terms  of  making  loans  for  women  more  ac- 
cessible. When  we  look  at  the  opportunities  even  in  banks  having 
a  history  with  the  company  and  making  those  loans  for  women  who 
are  going  into  small  businesses,  they  don't  have  that  history. 

In  fact,  most  of  the  startup  women-owned  companies  indicate 
that  those  women  are  even  with  more  preponderance  using  credit 
cards,  using  equity  loans,   and  the  like  to  get  those  businesses 
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started.  In  fact,  they  tend  to  be  very  successful,  and  perhaps  it's 
because  of  the  use  of  that  instrument  in  starting  out. 

But  I  think  that  some  of  the  other  programs  with  the  SBA  have 
been  really  critical  in  helping  our  small  businesses.  I  think  that 
keeping  it  moving  along  is  really  important.  Ms.  Scofield.  Well, 
just  for  the  record  yet  one  more  time,  our  organization  and  the 
SBA  have  a  very  warm  and  friendly  relationship.  We  predate  that 
organization,  having  started  in  1938  and  the  SBA  came  into  exist- 
ence in  the  1950's.  But  our  support  of  that  Agency  is  deep  and 
wide. 

We  believe  very  strongly  that  it  is  one  of  the  most  effective  tools 
that  we  as  a  Nation  have  to  stimulate  growth  in  the  sector  of  the 
economy  that  affects  everyone,  it  is  critical  to  all  of  us,  and  that 
even  at  its  current  survival  rate,  it's  underfunded  in  what  it  could 
do  if  it  were  appropriately  funded. 

We  work  with  our  sister,  if  you  will,  organization,  National  Small 
Business  United,  which  includes  maintaining  and  expanding  the 
SBA  as  one  of  its  key  agenda  items.  It  was  one  of  the  top  items 
coming  out  of  the  White  House  Conference  on  Small  Business.  It's 
very  important  to  us  as  an  organization. 

Chairman  Torkildsen.  Madam  Chair,  just  to  follow  up  on  that, 
overseeing  the  Government  Program  Subcommittee,  obviously,  this 
issue  has  come  up  substantially  in  the  past  year. 

I  think  there's  a  general  consensus  in  the  House  now,  bipartisan 
in  nature,  that  the  SBA  is  a  very  positive  entity.  What  happened 
in  the  past  year  is  that  the  subsidy  rate  was  reduced  from  about 
2.74  percent  to  just  a  little  over  1  percent.  Again,  a  bipartisan  ini- 
tiative which  I  think  we  all  applaud,  because  we  don't  want  tax- 
payers to  pay  more  than  they  need  to  keep  this  valuable  entity 
going. 

The  other  point  that  Mr.  Romano  mentioned  about  increasing 
loans,  I  have  not  heard  the  figure  a  $lV2million,  but  I  do  know  that 
President  Clinton  had  argued  for  increasing  it  to  a  million,  with 
the  guaranteed  portion  of  that  rate  between  $750,000  and  a  $1  mil- 
lion being  guaranteed  at  50  percent,  instead  of  the  higher  percent- 
age that  the  rest  of  the  loan  was  guaranteed  at. 

That  was  an  idea  that  I  endorsed  at  the  time.  I  still  think  it 
would  be  a  good  idea.  But  does  anyone  on  the  panel  want  to  com- 
ment on  that?  Do  you  think  the  larger  guarantee  would  still  be  a 
positive  addition  to  the  SBA's  Programs,  even  though  banks  may 
have  some  hesitation  about  it?  Perhaps  we  should  have  asked  this 
question  to  the  last  panel,  as  well.  A  50  percent  guarantee,  would 
anyone  like  to  comment  on  that  proposal? 

Mr.  Romano.  I  certainly  feel  that  any  guarantee  of  the  Govern- 
ment would  help  to  grow  businesses.  I  think  initially  when  they 
start  off,  you  would  have  the  larger  guarantee,  which  is  the  highest 
risk  area,  I  think  as  Mr.  Zafris  testified  this  morning,  when  they're 
just  starting  with  the  idea.  Like  that  software  company  that  he 
made  the  initial  loan  to,  I  think  this  year  will  do  $18  million  in 
sales  and  employ  some  250  people. 

As  that  company  grows,  his  bank  isn't  going  to  be  able  to  make 
a  loan.  He's  going  to  get  to  the  point  that  he  brought  that  company 
to  where  it  is  today,  and  he  can't  because  of  his  capital  structure. 
So,  any  increase  in  the  guarantee  is  going  to  help  him,  because 
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that  50  percent  guarantee  that  he  makes  will  not  be  counted 
against  his  capital.  So,  I  would  certainly  concur  that  anything  we 
can  do  in  that  area  would  be  great. 

The  $1.5  million  was  my  suggestion,  because  I  think  that  if  the 
Gilligan  report  stands  up,  then  there  is  truly  a  reduction  in  lending 
by  big  money  center  banks  to  small  business.  Then  I  think  SBA  is 
going  to  have  to  get  more  actively  involved  to  fill  that  void  if, 
again,  we  want  to  keep  this  economic  engine  running. 

Mr.  Gould.  Mr.  Torkildsen,  I  agree  with  Frank  to  the  extent 
that  the  SBA  is  a  truly  crucial  piece  of  the  financing  of  small  busi- 
ness today.  There's  no  question.  It  would  be  my  hope  that  some- 
how, Congress  in  its  wisdom  could  create  a  vehicle  that  would  rate 
the  need  and  relate  that  to  the  percentage  as  you  go  forward. 

I  did  mention  the  90  to  75  percent  guarantee  this  morning.  I've 
ot  three  companies  who  will  not  make  it  because  the  banks  won't 
end  at  that  level.  They're  very  serious  problems.  It  seems  to  me 
also,  though,  as  Frank  has  just  pointed  out — and  I  totally  agree — 
if  you  have  a  larger  organization  with  a  whatever  you  want  to  call 
it,  a  product  that  you  know  will  sell  that  has  been  marketed  and 
tested  and  so  forth,  then  the  need  for  the  bank  to  extract  that 
guarantee  becomes  less. 

It  seems  to  me  there  has  got  to  be  an  intelligent  way  to  create 
a  formula  that  takes  these  things  into  account  as  opposed  to  just 
the  plain  old  cutoff,  as  important  as  that  cutoff  is. 

Chairman  Torkildsen.  Thank  you,  Madam  Chair. 

Chairwoman  Smith.  Thank  you,  and  I'm  going  to  ask  one  more 
question.  Then  I  think  Mr.  Meehan  had  a  second  question. 

I  was  thinking  about  your  comments  about  available  capital 
where  there's  high  risk.  I'm  sure  looking  at  some  of  the  investors 
or  some  of  the  companies  that  you  have,  they're  looking  at  a  very 
high  risk,  things  are  changing  too  fast  in  that  market.  I  was  think- 
ing, if  I  were  in  that  market  and  I  was  starting  another  business, 
probably  I  would  be  looking  to  support  and  push  expensing  as  rap- 
idly as  possible,  rather  than  putting  some  of  this  on  7  or  15  years 
or  whatever,  when  it  could  be  outdated  so  rapidly. 

Are  you  dealing  with  the  issue  of  expensing  and  pushing  that  in 
Congress?  Are  you  also  looking  at  that  and  the  flat  tax  issue,  obvi- 
ously, 100  percent  expensing  as  a  part  of  your  group's  platform? 
Under  the  flat  tax,  you  take  everything  off  the  year  you  paid  for 
it. 

Ms.  Plotkin.  That's  not  a  particular  plank  in  our  platform  at 
this  point  in  time.  We  have  limited  ability  to  deal  with  some  of  the 
national  issues  because  we  have  such  a  small  staff  locally  and  don't 
have  a  lot  of  ability  to  do  that  at  a  national  level.  So,  we  try  to 
confine  ourselves  primarily  to  State  issues. 

I  think,  though,  that  the  bottom  line  would  be  that  we  would  be 
interested  in  looking  at  all  types  of  things  that  would  help.  That's 
certainly  a  piece  that  might  help.  The  broader  issue,  at  least  at  the 
startup  stage,  is  the  question  of  the  angel  and  making — lowering 
the  risk  for  them  and  trying  to  help  them  with  some  rate  of  return 
for  taking  that  risk.  So 

Chairwoman  Smith.  Regarding  the  issue  of  risk,  if  I  were  invest- 
ing in  one  of  these  companies  and  I  saw  that  it  could  write  off  its 
investments  and  its  tax  rate  would  not — let's  say  gave  them  a  20 
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percent  return  the  first  year,  it  would  probably  actually  wipe  out 
all  tax  possibilities  its  first  couple  of  years  —  therefore  making  its 
cash  flow  more  able  to  pay  you  back,  more  secure.  The  Government 
would  not  be  taking  a  piece  until  the  company  got  its  costs  down. 
That  would  minimize  my  risk  and  increase  your  chance  for  a  profit. 

I  think  it's  something  that  when  you  get  into — whether  it  be  the 
flat  tax  debate,  because  that  allows  complete  expensing  costs  from 
the  beginning — or  whether  it  be  just  the  issue  in  the  Contract  with 
America  of  increasing  the  expensing  —  it  sounds  to  me  like  in 
high-risk  areas  like  that,  that  it's  a  tool  to  your  advantage. 

Ms.  Plotkin.  That  sounds  good. 

Chairwoman  Smith.  Anyone  else  want  to  talk  about  expensing  or 
the  issue  of  expensing  everything  up  front? 

Ms.  Scofield.  Well,  you  may  be  familiar  that  the  White  House 
Conference  on  Small  Business  included  that  among  the  top  rec- 
ommendations. 

Chairwoman  SMITH.  I  guess  cash  flow  the  first  few  years  is  your 
real  bugaboo. 

Ms.  Scofield.  Sometimes,  longer. 

Chairwoman  Smith.  Yes,  your  first  few  years.  Your  ability  to  ex- 
pand is  often  just  blocked  by  cash  flow.  The  issue  of  having  to  fork 
over  money  to  the  Government  at  whatever  rate  you're  filing  in  can 
be  quite  irritating  at  the  same  time  as  you  have  capitalized.  You've 
spent  a  whole  lot  on  startup  and  are  stringing  it  out  over  7  to  15 
years. 

Mr.  Romano.  If  I  might  comment  on  your  earlier  comment,  I 
think  it  comes  down  to  the  character  loan.  This  gets  back  to  a  fi- 
nancial statement  and  how  you  run  your  statement,  if  you're  trying 
to  expense  things  quicker,  what  does  it  look  like  to  your  banker. 
I  think  one  of  the  issues  we're  seeing  today,  too,  is  a  small 
businessperson  wants  to  grow,  not  just  startup  a  new  entity,  new 
software  development.  They  have  been  profitable,  but  now  they 
want  to  move  into  a  new  venture. 

When  they  put  their  own  money  up,  that's  going  to  hurt  their  fi- 
nancial state,  because  they're  expensing  some  of  those  expenses  up 
initially.  Their  financial  statement  isn't  going  to  look  as  good  to 
that  matrix  kind  of  loan  review  that  the  large  banks  put  them 
through  versus  the  smaller  banker  who  makes  the  character  loan 
because  they  know  the  company,  they  have  been  out  to  see  the 
company,  and  they  know  that  they're  making  an  investment  in  new 
technology  that  will  hopefully  generate  jobs. 

So,  I  think  that  character  loan  that  you  brought  up  earlier  is  a 
really  important  issue.  I'm  not  quite  sure  that  the  larger  banks  un- 
derstood some  of  the — what  we're  forced  to  do  if  we  want  to  get  a 
loan  from  a  larger  bank.  You  literally  have  to  look  at  your  growth 
and  say,  "Maybe  this  year  I'm  not  going  to  spend  that  money  in 
this  new  growth  area  because  my  ratios  are  going  to  come  out  of 
line,  and  they're  going  to  question  my  line  of  credit." 

Chairwoman  Smith.  That's  a  point  well,  made,  although  one 
thing  The  Internal  Revenue  Service  and  Congress  have  done  in 
their — I'll  say  "wisdom"  facetiously — but  they  have  blocked  us  into 
certain  long-term  depreciation  schedules.  That's  certainly  due  to 
our  capital  and  our  ability  to  have  that  flexibility. 
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Twenty  years  ago  when  I  was  preparing  taxes  and  doing  tax 
planning,  I  had  more  latitude.  But  as  you  know,  with  ACRS,  it  ac- 
celerated and  then  moved  back  to  blocks  of  time,  you  have  15  years 
on  a  roof  whether  you  like  it  or  not.  You  have  7  years  on  certain 
things  whether  you  like  it  or  not.  You  don't  have  that  flexibility 
that  you  used  to  have. 

That  seems  to  me — I  know  in  some  of  the  companies  that  I've 
worked  with — I  haven't  in  the  last  few  years,  but  even  7  years  ago, 
I  was  having  trouble  with  a  lot  of  the  capital,  the  up  front  being — 
you  could  look  good  on  paper,  but  you  really  weren't  as  good  is  the 
situation. 

Mr.  Meehan,  did  you  have  another  question? 

Mr.  Meehan.  Well,  I  did,  but  it  was  on  the  expensing  rec- 
ommendation of  the  White  House  Small  Business  recommendation. 
So,  I  just  want  to  thank  the  panel.  I've  worked  with  most  of  you 
but  look  forward  to  working  with  all  of  you  on  these  issues  and 
other  issues. 

Chairwoman  Smith.  I  also  want  to  thank  you  all.  It  has  been  en- 
lightening. You've  made  me  want  to  go  back  and  start  another 
business.  It's  contagious.  It's  like  a  disease.  Or  maybe  better  yet — 
let's  not  call  it  a  "disease,"  but  there's  something  that  gets  inside 
of  you,  and  maybe  a  good  habit.  You  certainly  have  to  like  to  do 
it,  or  you  wouldn't,  with  all  the  obstacles. 

Mr.  Torkildsen? 

Chairman  Torkildsen.  I  also  want  to  give  my  final  thanks  to  all 
of  the  witnesses  today  for  your  testimony.  We  appreciate  your  con- 
tribution. 

Chairwoman  Smith.  We  will  adjourn. 

[Whereupon,  the  Subcommittees  were  adjourned,  subject  to  the 
call  of  the  chair.] 
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Good  morning.  It's  a  great  pleasure  to  welcome  you,  our  witnesses  and  guests,  here 
in  Boston. 

I  am  joined  by  my  colleagues,  Mr.  Peter  Torkildsen,  Chairman  of  the  Subcommittee 
on  Government  Programs  and  my  co-chair  today,  and  Marty  Meehan,  Ranking  Member 
of  our  Subcommittee  on  Taxation  and  Finance.  Their  knowledge  and  dedication  to  the 
needs  of  small  enterprises  in  New  England  are  invaluable  to  our  efforts  here  today. 

As  some  of  you  know,  the  Small  Business  Committee  last  week  began  a  series  of 
hearings  in  Washington,  D.C.  to  explore  small  business  access  to  capital.  We  believe  this 
field  hearing  will  provide  important  and  useful  information  to  the  Committee  on  bank  and 
alternative  sources  of  capital  for  small  businesses. 

In  particular,  we  will  focus  on  the  credit  challenges  and  trends  small  enterprises  may 
be  facing  in  New  England.  We  will  review  the  response  and  initiatives  to  these  challenges 
of  recently  consolidated  banks  and  of  existing  banks  in  the  region.  And,  we  will  explore 
private  sources  of  lending  and  financing  solutions  for  New  England's  small  entrepreneurs. 

Congress  should  continue  to  encourage  private  sector  access  to  capital  by  eliminating 
unnecessary  and  burdensome  regulations,  and  by  fostering  competition.  At  the  same  time, 
we  should  continue  to  obtain  basic  data  on  small  business  lending  to  monitor  recent 
legislative  relief  and  future  reforms. 
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In  my  own  home  state  or  Washington,  there  have  been  a  substantial  number  of  bank 
mergers  over  the  past  seven  years.  The  Washington  State  Bankers  Association  has  prepared 
a  statement  for  the  record  (attached  to  this  statement),  which  reports  that  bank 
consolidation  within  Washington  has  not  affected  small  business  lending.  While  large, 
consolidated  banks  are  moving  away  from  more  traditional  loans  toward  low-cost, 
standardized  loans  (i.e.,  "credit  scoring"),  new  community  banks  have  emerged  and  appear 
to  be  finding  a  market  and  aggressively  competing  for  "customized  credit." 

Overall,  banks  continue  to  be  a  vital  source  of  capital  for  small  businesses  (who  can 
not  easily  raise  funds  through  stock  offerings  and  have  little  access  to  national  credit 
markets  or  larger  banks  outside  of  their  area).  It  will  be  important  to  determine, 
therefore,  whether  new  emerging  community  banks  will  be  able  to  fill  the  gaps  in  small 
business  lending.  Will  they  be  able  to  provide  ongoing  service  and  relationships  —  including 
"character  loans"  —  to  small  entrepreneurs  in  the  long  term'! 

Further,  a  thorough  analysis  of  this  fundamental  issue  must  recognize  the  influence 
of  tax  policy  on  access  to  capital  for  small  enterprises.  Specifically,  small  business  owners 
and  potential  investors  must  be  able  to  save  and  retain  capital  since  personal  wealth  is  the 
single  most  important  source  of  capital  used  to  form  and  expand  new  businesses  and  to 
create  jobs. 

As  small  businesses  turn  to  alternative  sources  of  financing  in  the  private  sector  to 
grow  and  develop,  we  must  reduce  the  staggering  dollar  and  compliance  costs  of  the  current 
federal  tax  system.  Eliminating  or  reducing  the  double  taxation  of  investment  income  and 
capital  gains,  for  example,  could  unleash  trillions  and  trillions  of  dollars  in  our  economy. 

Imagine  then  the  possibility  of  more  "angels"  -  rare  today,  but  still  the  most 
promising  additional  source  of  capital  for  small  entrepreneurs  in  my  mind  -  providing 
financing  and  expertise  to  an  ever  growing  number  of  small  enterprises  driving  economic 
growth  in  New  England,  Washington,  and  across  our  nation. 
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EFFECT  OF  BANK  CONSOLIDATIONS  ON  SMALL  BUSINESS  LENDING  IN 
WASHINGTON  STATE 


During  the  past  seven  years,  over  thirty  five  bank*  located  within  the  State  of  Washington  have 
been  merged  into  other  financial  institutions.  These  have  ranged  from  relatively  small  mergers  of  equals  to 
large  mergers  between  multi-billion  dollar  banks.  During  the  same  period,  over  thirty  new  banks  have 
been  formed  within  the  State;  all  of  which  are  profitable  and  continuing  to  grow. 

Based  upon  knowledge  of  the  market  and  input  from  bankers  at  all  levels,  bank  consolidation 
within  Washington  has  not  adversely  affected  small  business  lending. 

In  order  properly  to  analyze  the  supply  side  of  small  business  loans  within  the  banking  system  one 
needs  to  consider  not  only  the  effects  of  consolidation,  but  trends  in  the  banking  industry  generally.  Even 
then,  it  would  not  appear  that  one  can  separately  measure  the  cause  and  effect  of  each  factor.  Uninfluenced 
by  consolidation,  many  banks  of  all  sizes  are  becoming  more  focussed  in  their  products  and  services. 
Included  in  that  process  are  banks  that  are  concentrating  on  lowering  costs  by  standardizing  products;  in 
the  loan  area  notably  by  credit  scoring.  In  that  process  they  are  declining  to  offer  customized  credit  as  is  so 
often  needed  in  addressing  small  business  credit  needs.  At  the  same  time,  many  banks  that  are  switching  to 
the  standardized  approach  to  some  or  all  products  are  doing  so  because  they  have  been  acquired  by  a  bank 
that  already  has  adopted  that  approach,  or  they  feel  that  their  corporate  growth  targets  can  be  met  best  by 
converting  to  the  standardized,  low-cost  approach. 

At  the  same  time  that  some  banks  may  be  indicating  an  unwillingness  to  customize  credit  to  serve 
small  businesses,  community  banks,  and  particularly  those  newly  established,  see  the  provision  of 
customized  credit  as  a  cornerstone  for  success;  particularly  in  the  small  business  area. 

Having  said  that,  no  retreat  from  small  business  lending  has  been  detected  in  Washington  .  And, 
if  there  has  been  any  retreat  by  some  banks,  two  important  facts  should  be  noted.  First,  the  driving  force,  if 
any,  has  not  been  consolidation   And,  second,  the  demand  has  been  adequately  met  by  existing  and  new 
banks,  particularly  the  start-up  community  banks. 

While  precisely  quantified  evidence  for  the  above  conclusions  has  not  been  obtained,  they  are 
amply  supported  by  the  fact  that  Washington's  major  banks  continue  to  be  leaders  in  SBA  loans,  with 
substantial  portfolios  of  small  business  loans  generally,  and  the  aggressive  posture  of  the  newer  banks 
generally  with  respect  to  small  business  lending-in  many  cases  their  ration  a"  etre. 
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Thank  you  Madam  Chairwoman. 

It  is  a  pleasure  to  be  in  Massachusetts  today  to  co-chair  this 
important  field  hearing  on  bank  consolidation  and  its  effect  on 
small  business  access  to  credit. 

While  banks  have  historically  been  the  primary  source  of  capital 
for  small  business,  their  lending  to  small  business  over  the  past 
few  decades  appears  in  decline.   Through  this  hearing,  we  hope  to 
determine  how  the  trend  toward  bank  consolidation  has  effected 
small  business  access  to  credit. 
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As  a  result  of  the  failure  of  many  New  England  banks  in  the  late 
1980' s,  the  number  of  bank  consolidations  increased.   The  FDIC 
did  not  provide  banking  services  at  failed  banks,  thus  creating  a 
disproportionate  impact  on  small  business. 

Restructuring  and  consolidation  are  words  spoken  often  as  New 
England  progresses  through  enormous  changes  in  the  structure  of 
business.   These  changes  affect  the  economy,  especially 
employment,  in  a  number  of  industries  from  banking  to  tourism. 
In  1993,  industries  dominated  by  small  firms  posted  a  net  gain  of 
1.06  million  jobs,  while  industries  dominated  by  large  firms  lost 
200,000  jobs.   Industries  in  which  employment  is  divided  more 
evenly  between  large  and  small  firms  gained  more  than  700,000 
jobs  in  1993. 

Small  business  represents  53%  of  the  private  workforce  and  100% 
of  the  sole  proprietors  in  New  England.   As  small  business  plays 
a  greater  role  in  our  economy,  the  primary  question  to  ask  is 
whether  small  business  has  adequate  access  to  the  capital  it 
needs  to  expand  and  flourish. 

Just  this  past  month,  the  Federal  Reserve  Bank  of  New  York 
released  a  study  on  the  availability  of  credit  to  small  business. 
The  study  states  that  small  business  is  a  very  profitable  section 
of  the  economy  and  that  the  trend  toward  bank  consolidation  will 
not  affect  small  business  lending.   In  contrast,  the  Federal 
Reserve  Bank  of  Boston  did  a  similar  study,  released  in  January, 
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1995,  finding  that  there  may,  in  fact,  be  an  effect  on  small 
business  lending.   The  Boston  study  dealt  more  closely  with  the 
issue  of  regulation  and  the  burdens  it  places  on  small  business, 
where  as  the  New  York  report  dealt  specifically  with  ban); 
consolidation  and  small  business  lending.   I  am  interested  in 
hearing  any  insights  from  our  witnessas  regarding  the  two 
studies. 

I  look  forward  to  the  expertise  our  witnesses  of  the  small 
business  and  banking  communities  bring  to  today's  hearing  on 
these  issues.   Now  I  will  yield  to  my  colleague,  Mr  Meehan,  for 
any  statement  he  may  wish  to  make. 
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Good  morning.    Thank  you  all  for  coming.    I  would  also  like  to  thank  the  Chairs, 
Representative  Peter  Torkildsen  and  Representative  Linda  Smith  for  joining  me  here  today. 
This  morning's  hearing  will  focus  on  the  impact  of  bank  consolidation  on  small  business 
lending  -  a  particularly  relevant  subject  given  the  recent  wave  of  mergers  in  the  New 
England  region.    The  first  panel  is  comprised  of  banking  experts  and  representatives  — 
including  larger  banks  like  Fleet  and  Bank  of  Boston  as  well  as  traditional,  community 
lenders.    Chris  Gallagher  has  traveled  down  from  New  Hampshire  to  serve  as  an  expert 
witness  on  this  panel,  since  he  testified  at  the  1991  Senate  hearing  on  the  credit  crunch.  The 
second  panel  is  comprised  of  representatives  of  the  small  business  community  in 
Massachusetts  —  including  the  executive  director  of  the  Smaller  Business  Association  of  New 
England,  Julie  Scofield,  and  the  President  of  the  Associated  Industries  of  Massachusetts, 
John  Gould. 

In  the  past  decade,  the  Massachusetts  economy  has  undergone  considerable  changes.    A 
financial  crisis  was  precipitated  by  a  dramatic  faU  in  real  estate  values,  and  as  a  result,  many 
financial  institutions  failed.  The  shrinking  defense  and  computer  hardware  industries  added  to 
the  recession,  while  local  and  state  governments  were  faced  with  decreasing  revenues 
compounding  already  high  levels  of  unemployment.    Today,  Massachusetts  and  New  England 
are  still  struggling  to  recover. 

Massachusetts  —  and  the  fifth  District  in  particular  —  has  made  some  important  progress 
toward  recovery,  but  economic  renewal  is  difficult.    Small  businesses  and  start-up  companies 
continue  to  be  our  best  source  of  job  growth  and  stability.    To  be  sure,  smaller  firms 
represent  the  future  of  the  New  England  economy.    And  like  all  companies,  small  businesses 
depend  on  capital  availability  to  start-up  and  to  remain  productive  and  competitive  in  LOday's 
market. 

With  recent  bank  acquisitions  in  New  England  and  nationwide,  there  is  widespread  concern 
that  the  capital  needs  of  small  businesses  will  be  disregarded  in  favor  of  lending  to  larger 
companies.    Small  business  loans  are  labor  intensive  and  less  profitable.  According  to  a 
recent  study  by  Peggy  Gilligan  of  the  Federal  Reserve  Bank  of  Boston,  the  eight  largest 
bar'<s  in  New  England  reported  a  5%  decline  in  loans  of  less  than  $1  million  —  compared  to 
an  1 1  %  increase  in  larger  loans.    To  date,  mid  and  smaller  sized  banks  appear  to  be  filling 
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the  gap,  as  their  smaller  loans  increased  relative  to  larger  loans  during  this  time  period. 
However,  the  trend  in  banking  is  towards  even  more  consolidation.     In  Massachusetts  alone, 
three  banks  --  Fleet,  Bank  of  Boston  and  Citizens  --  control  close  to  half  of  the  total  market 
share.     Pending  regulatory  reforms  in  Congress  and  the  inevitable  development  of  new 
technology  will  no  doubt  foster  more  bank  consolidations  in  the  future. 

We  are  here  today  to  thoroughly  evaluate  issues  that  effect  current  and  future  capital 
availability  for  small  firms.    Business  is  the  business  of  making  money  -  regardless  of 
whether  you  are  a  large  bank  or  a  corner  grocery  store.    There's  nothing  wrong  with  that. 
What  concerns  many  of  us  here  today  is  the  growing  trend  towards  bank  consolidations 
coupled  with  recently  reported  declines  in  small  business  lending  by  larger  banks. 

I  look  forward  to  hearing  from  all  of  the  witnesses  today. 
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I  am  Virginia  M.  Allan,  President  of  the  North  Suburban  Chamber  of 
Commerce,  located  north  of  Boston  and  serving  thirteen  communities 
along  Route  128  also  known  as  the  High  Tech  Highway. 

The  membership  of  the  North  Suburban  Chamber  is  made  up  of  some  of 
the  largest  companies  in  the  Commonwealth,  but  more  significantly 
the  vast  majority  of  our  membership  involves  small  businesses. 
These  companies  range  from  the  classic  Mom  and  Pop  operations  to 
those  companies  which  have  grown  to  now  include  several  hundred 
employees . 

Due  to  the  location  of  the  Chamber  we  have  a  large  number  of 
startup  and  former  startup  software  companies  which  have  been  most 
successful  over  the  past  few  years.  What  is  particularly 
interesting  is  that  as  these  companies  grow  so  too  does  their  need 
for  an  understanding,  tuned  in  banker. 

More  than  two  thirds  of  all  new  businesses  start  up  with  less  than 
$10,000,  much  of  it  provided  by  the  entrepreneurs  themselves,  their 
friends  and  family  members.  Once  the  firm  begins  to  show  signs  of 
being  established  it  then  needs  to  look  to  banks  and  other 
institutions  for  financing.  This  of  course  is  a  critical  time  for 
small  businesses,  who  with  appropriate  financing  might  just  beat 
the  odds  and  be  successful. 
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In  talking  with  many  of  our  small  business  members  I  was  struck  by 
the  concern  many  of  the  smaller  companies  have  with  the 
consolidation  which  we  are  currently  seeing  in  the  banking 
industry.  Although  in  each  instance  there  was  not  a  willingness  to 
cast  aspersions  at  any  one  bank,  but  more  at  the  concept  that  as 
the  banks  get  bigger  the  important  personal  service  might  diminish. 
In  most  cases  these  individuals  were  pleased  to  say  that  their 
bank,  their  original  bank  before  consolidation  was  terrific,  it  was 
those  other  banks.  It  reminded  me  of  the  comments  individuals  make 
when  they  complain  about  Congress. . .their  Congressman  is  always 
terrific,  it's  those  others  who  are  the  problem. 

An  interesting  case  in  point  was  the  recent  announcement  of  the 
merger  between  Bank  of  Boston  and  BayBank.  It  appears  that  BayBank 
has  been  most  successful  in  their  efforts  to  work  closely  with  the 
small  business  community,  developing  a  process  which  expedites 
service  and  sets  criteria  which  small  business  can  identify  and 
work  toward  meeting.  They  have  taken  pride  in  providing  individual 
attention,  assigning  a  loan  officer  to  each  small  business.  It  has 
proven  most  effective  and  many  of  the  business  people  with  whom  I 
spoke  were  hopeful  that  the  new  banking  culture  following  the 
merger  would  in  fact  continue  to  have  small  business  as  a  priority. 


Another  concern  which  was  raised  was  that  as  the  larger  banks 
emerge  there  continue  to  be  an  effort  made  to  provide  loans  for 
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small  businesses  at  the  same  or  a  better  rate  than  in  the  past. 
Evidently  there  was  for  some  time  a  reluctance  to  make  public  the 
number  of  small  business  loans  issued,  many  small  business  people 
feel  it  is  important  to  keep  the  banks1  feet  to  the  fire  and  even 
as  they  grow  to  have  as  an  expectation  that  so  too  will  the 
commitment  to  small  business. 

In  most  of  my  conversations  the  individual  mentioned  that  for  banks 
it  is  just  as  easy  to  do  the  paperwork  on  a  million  dollar  loan  as 
on  one  for  $100,000,  which  is  usually  the  top  amount  a  small 
business  will  seek.  Again,  the  concern  about  whether  banks  will 
commit  to  small  business. 

I  do  not  need  to  remind  you  that  small  business  is  truly  the  engine 
which  keeps  our  economy  bustling.  A  number  of  the  people  with  whom 
I  met  drew  my  attention  to  a  number  of  recommendations  from  the 
White  House  Conference  on  Small  Business  with  particular  regard  to 
Banking  Industry  Reforms.  One  of  those  recommendations  called  for 
relaxing  of  collateral  and  income-to-debt  ratio  reguirements 
allowing  banks  to  make  smaller  loans  based  on  character,  personal 
background  and  credit  worthiness.  They  indicated  that  with  mergers 
taking  place  the  ability  of  bankers  to  look  at  each  small  business 
on  an  individual  basis  might  be  impaired. 

There  continues  to  be  a  consistent  interest  in  encouraging  banking 
institutions  to  keep  a  strong  community  involvement  after  mergers 
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to  insure  leadership  in  the  community  and  familiarity  with  local 
small  businesses.  Loan  officers  who  have  traditionally  handled 
small  business  loans  may  be  at  risk  with  the  proverbial  "down 
sizing"  which  always  occurs  following  a  merger.  There  is  an 
uneasiness  which  reflects  the  concern  that  without  continuity  in 
loan  officers  a  chronic  lack  of  long  term  capital  for  small 
business  will  result. 

Finally,  I  do  not  need  to  remind  you  that  small  business  is  the 
engine  driving  our  economy.  It  is  striking  when  one  looks  at  the 
fact  that  from  1989  to  1991  of  the  2.6  million  new  jobs  created, 
1.5  million  came  from  expansion  of  small  firms  from  0-4  employees 
moving  to  the  5-19  employee  firm  category.  This  is  exactly  at  the 
time  when  those  companies  need  the  interest  of  banks,  including 
those  newly  consolidated.  I  think  we  can  safely  say  it  is  a  wait 
and  see  attitude  among  small  business,  but  there  is  certainly  a 
great  deal  of  apprehension  as  to  how  things  will  fall  out. 
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Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is  David  A.  Aloise 
and  I  am  New  England  Director  of  Small  Business  Banking  at  Bank  of  Boston.  I 
am  pleased  to  have  the  opportunity  to  present  my  views  on  the  impact  of  bank 
mergers  on  small  business  lending. 

At  the  outset,  let  me  tell  you  a  little  about  who  we  are.  We're  a  $46  billion  bank 
with  branches  in  3  New  England  states  and  23  countries.  Although  we're  very 
much  a  global  bank,  small  business  banking  is  extremely  important  to  us.  We 
have  several  hundred  small  business  officers  across  New  England,  serving  over 
50,000  small  business  customers.  We're  proud  of  our  small  business  banking 
program  and  we're  committed  to  making  it  even  better. 

As  I'm  sure  you're  aware,  we've  recently  announced  our  merger  with  BayBanks. 
And  as  head  of  Small  Business  Banking,  not  only  Congressional  committees,  but 
my  customers  want  to  know  the  answer  to  the  question,  "How  will  bank 
mergers  affect  the  availability  of  credit  for  small  business?" 

I  was  delighted  to  see  one  answer  provided  by  the  Federal  Reserve  Bank  of  New 
York  in  a  just-released  study.  The  study  concludes  that  bank  mergers  have  not 
reduced  lending  to  small  businesses.  Let  me  quote  from  that  study,  because  it's 
right  on  the  mark:  "Overall  our  research  provides  no  support  for  the  idea  that 
consolidation  from  bank  mergers  reduces  the  portfolio  share  of  a  bank's  small 
business  loans." 

The  key  point  I  want  to  emphasize  today  is  that  the  role  of  banks  should  be  seen 
in  the  context  of  the  new  competitive  forces  affecting  small  business  lending.  To 
understand  what's  happening  to  small  business  credit,  you  have  to  look  at  all  the 
players,  non-banks  as  well  as  banks. 

Five,  or  even  ten,  years  ago,  small  businesses  depended  on  banks  for  credit- 
there  really  weren't  many  other  sources  of  loans.  But  that's  no  longer  the  case 
today:  thrifts,  savings  banks,  as  well  as  non-banks  like  Merrill  Lynch  and  the 
Money  Store  have  become  significant  players  in  making  credit  available  to  small 
business,  and  banks  are  losing  share  to  them. 

So,  the  market  dynamics  have  changed:  there  are  simply  more  sources  of  credit 
for  small  businesses  than  ever  before.  We  can  see  this  clearly  in  the  findings  of  a 
recent  Arthur  Andersen  study  that  shows  where  small  businesses  get  credit  and 
what  kinds  of  credit  they  use.  The  study  confirms  that  small  businesses  are  no 
longer  getting  the  credit  they  need  just  from  banks.  • 
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Another  key  factor:  bank  capital  levels  in  the  industry  are  high—  small  banks  are 
at  near-record  capital  levels.  Flush  with  capital  and  recognizing  the 
attractiveness  of  the  small  business  market,  smaller  banks  and  thrifts  are  coming 
at  the  small  business  segment  in  a  way  they  never  have  before  --and  with  good 
reason:  it's  profitable.  Moreover,  our  small  business  loan  officers  know  that 
small  businesses  are  inclined  to  bank  in  their  own  communities  and  small  banks 
can  never  lose  their  advantage  in  that  regard.  Nonetheless,  our  customers  are 
even  getting  direct  mail  solicitations  from  banks  as  far  away  as  California. 

Even  with  the  far  greater  availability  of  capital,  banks  will  still  have  difficulty 
lending  to  small  businesses  that  don't  meet  conventional  bank  criteria.  The  SBA 
has  played  and  continues  to  play  an  increasingly  important  role  in  making  "near 
bankable"  loans  bankable.  For  the  past  three  years  we've  been  the  #1  SBA  bank 
lender  in  Massachusetts  and,  most  recently  as  of  last  year,  the  #1  SBA  bank 
lender  for  all  of  Southern  New  England. 

In  addition  to  the  SBA,  there  are  other  state  and  local  programs  making  a 
difference  for  some  companies.  While  no  single  program  can  fit  each  and  every 
need,  there  are  now  many  options  to  consider.  They  can  be  tailored  to  help 
businesses  that  are  basically  solid  but  with  weaknesses  that  can  be  addressed 
through  the  right  credit  enhancements. 

Let  me  tell  you  a  little  about  two  of  these  programs.  First,  the  Massachusetts 
Capital  Access  Program  shows  how  a  state  program  can  simplify  borrowing  for 
small  businesses  that  might  not  otherwise  have  access  to  credit.  A  few  years 
ago,  Massachusetts  created  a  $5  million  reserve  fund.  CAP  gives  a  participating 
bank  the  ability  to  make  loan  decisions  using  its  own  underwriting  standards, 
but  it  also  gives  the  community  the  opportunity  to  have  loans  go  forward  that 
may  be  just  below  bank  quality.  We're  proud  that  Bank  of  Boston  was  the  #1 
lender  in  this  program  last  year. 

Then  there  are  the  innovative  microlending  programs.  The  South  Eastern 
Economic  Development  Corporation  (SEED)  is  an  example  that  operates  through 
an  intermediary  at  the  community  level.  Working  with  another  area  bank,  Bank 
of  Boston  serves  as  the  lead  lender  for  a  line  of  credit  to  SEED  for  microloans 
below  $25,000  that  SEED  makes  directly  to  small  business  borrowers.  Again, 
lending  under  these  programs  has  grown,  not  diminished,  with  the  bank 
mergers.  I'd  point  out  that  we  not  only  collaborate  with  intermediaries  like 
SEED;  we  also  provide  grant  support  because  they  provide  a  vital  step-up  for 
the  very  smallest  of  businesses. 
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There  are  developments  underway,  including  changes  in  credit  policies,  that 
could  further  enhance  credit  availability.  For  example:  a  simpler  one-page 
credit  application  is  now  in  use.  We,  as  well  as  our  competitors,  have  shortened 
approval  times  as  well.  This  simplified  process  has  enabled  customers  to  access 
credit  that  they  wouldn't  have  otherwise  pursued  because  the  previous  process 
was  too  burdensome. 

And  then  there's  the  use  of  scoring  for  credit  decisions.  We're  one  of  a  small 
group  of  banks  that  worked  hard  during  the  past  18  months  to  put  together  a 
scoring  system  for  small  businesses  applying  for  credit.  It's  worth  pointing  out 
that  the  participating  banks  have  tested  our  scoring  system  based  on  past  credit 
decisions  and  concluded  that  lending  approval  rates  could  very  well  go  up  with 
this  tool.  In  fact,  Bank  of  Boston,  using  scoring,  is  seeing  an  increase  in 
approvals. 

While  many  banks  like  ours  are  using  scoring,  every  application  is  still  reviewed 
on  a  "second  look"  basis  by  someone.  If  we  can't  make  a  loan  because  the  score 
is  too  low,  we  take  the  second  look  to  see  if  there  is  someway  to  help  make  the 
credit  feasible. 

Scoring  may  also  help  in  the  securitization  of  small  business  loans.  If  scoring 
makes  it  possible  to  create  a  homogeneous  portfolio  that  could  be  sold  through 
securitization,  then  there  will  be  many  more  non-banks  lending  to  small 
business.  For  example,  investment  bankers  aren't  in  this  area  of  lending  because 
they  can't  tie  up  their  capital.  But  if  they  could  originate  assets  and  treat  them  as 
securities,  we  could  see  all  kinds  of  non-banks  getting  into  this  business  creating 
more  credit.    Securitization  has  not  yet  taken  off  as  a  factor  in  small  business 
lending,  but  it  will. 

With  regard  to  the  delivery  network  for  loans  to  small  businesses,  bank  mergers, 
in  combination  with  improvements  in  technology  and  an  increased  focus  on  the 
small  business  market,  has  created  more  not  fewer  channels.  If  you're  a  small 
business,  there  are  plenty  of  outlets  to  choose  from— business  development 
officers  in  the  field,  loans  by  phone,  PC  banking,  and  branch  offices.  At  Bank  of 
Boston,  we  have  a  far  greater  delivery  network  today  than  we  had  5  or  even  3 
years  ago. 

In  closing,  let  me  reiterate  that  bank  mergers  can  be  good  for  small  business. 
With  greater  efficiencies  and  reduced  costs,  banks  will  be  better  positioned  to 
provide  the  small  business  segment  of  the  marketplace  with  improved  products, 
faster  delivery,  and  better  access  to  credit.  More  and  more,  non-banks  will  come 
to  understand  that  this  is  a  very  profitable  segment  and  banks  will  meet  this 
competition  head-on.  With  more  credit  and  delivery  options  available,  the  small 
business  customer  will  be  a  winner,  not  a  loser,  as  a  result  of  bank  mergers. 
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I  am  speaking  on  behalf  of  the  Massachusetts  Software  Council.  I  am  currently  the  Vice 
President  of  the  Council  which  is  the  trade  association  that  represents  the  software 
industry  in  Massachusetts.  There  are  currently  1,948  software  companies  in  this  state 
employing  97,700  people  and  generating  $7.1  billion  in  revenue.  Since  1989,  we  have 
seen  a  doubling  of  the  number  of  companies,  revenue  and  jobs  in  the  software  industry  in 
Massachusetts. 

My  comments  today  are  directed  at  the  issue  of  financing  of  software  companies, 
including  bank  financing. 

There  are  three  primary  types  of  financing  of  importance  to  software  companies:  start-up 
capital,  equipment  financing  and  receivables  financing. 

Start-up  capital  is  the  key  to  new  company  formation  and  to  the  future  of  the  software 
industry.  77%  of  software  companies  nationwide  are  self  financed  —  not  by  choice.  Self 
financing  includes  such  methods  as  founders  using  their  savings,  using  their  home  equity 
lines,  taking  cash  advances  on  credit  cards  and  borrowing  money  from  family  and  friends. 
Banks  do  not  lend  money  to  start-up  software  companies  because  software  companies 
have  little  or  no  tangible  assets  that  can  be  used  as  collateral.  Banks  tell  the  industry, 
"Your  assets  walk  out  the  door  every  evening." 

In  the  1980's  self  financing  was  significantly  more  viable  than  today.  In  the  1980's,  the 
cost  of  getting  a  first  product  to  market  was  less,  the  market  expectations  on  product 
features  were  lower  and  the  cost  of  sales  and  marketing  was  less.  One  could  get  to  market 
by  spending  between  $50  -  $200K. 

Today,  the  cost  of  developing  the  first  product  and  executing  a  marketing  roll-out  is  rarely 
accomplished  for  less  than  $1  million  with  more  investment  required  to  achieve  company 
profitability.  Availability  of  start-up  capital  is,  therefore,  essential  for  new  company 
formation. 

The  most  popular  method  for  obtaining  start-up  capital  is  to  seek  venture  capital  or  what 
is  known  as  "angel"  financing  from  wealthy  individuals. 

Venture  capital  financing  is  accessible  by  only  approximately  20%  of  software  companies. 
To  get  venture  backing,  a  company  needs  to  show  a  large  potential  market,  a  high  growth 
rate  -  30%  a  year  or  higher  and  a  high  probability  of  generating  a  rate  of  return  through  an 
EPO  or  sale  within  3-5  years.  The  rest  of  the  software  industry,  while  having  viable 
smaller  businesses,  are  shut  out  from  this  source  of  start-up  and  growth  capital.  These 
companies  comfortably  generate  sales  in  the  $5-15  million  revenue  range.  Formation  of 
these  types  of  companies  can  result  in  significant  job  growth.  The  difficulty  is  finding 
capital  to  get  them  started. 

Going  to  the  public  markets  for  funding  appears  to  be  available  only  to  approximately 
10%  of  software  companies  and,  ironically,  is  likely  to  be  a  viable  option  only  at  the  point 
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in  the  company's  growth  and  profitability  when  the  need  for  capital  to  fund  operations  is 
significantly  diminished.  A  typical  quandary  facing  Presidents  of  soon-to-be  public 
software  companies  is,  "I  can't  invest  the  money  I  am  about  to  raise  in  new  programs 
because  if  I  do,  it  will  affect  earnings  and  lower  our  stock  price."  In  a  manufacturing 
business,  however,  the  money  you  raise  can  be  used  to  finance  additions  to  plant  and 
equipment  in  lieu  of  bank  financing,  with  minimal  impact  on  the  bottom  line. 

As  I  have  said,  banks  play  no  role  in  providing  start-up  capital  for  software  companies. 
They  can,  however,  play  an  important  role  in  financing  equipment  purchases.  Computer 
purchases  represent  a  major  cost  and  capital  need  in  software  companies.  Banks  have, 
though,  become  extremely  cautious  when  financing  computers  because  of  the  rapid 
obsolescence  and,  therefore,  resale  value,  of  the  assets.  Also,  banks  are  reluctant  to 
finance  computer  purchases  in  what  they  perceive  to  be  under  capitalized  start-ups. 

I,  personally,  have  been  involved  in  three  start-up  software  companies  which  have  used 
many  of  the  types  of  financing  I  have  mentioned. 

The  first  company,  Higher  Order  Software,  was  founded  in  1977.  I  was  the  Chief 
Financial  Officer  from  1978  to  1985.  The  company  was  financed  at  start-up  by  a  DOD 
contract.  The  result  of  the  work  under  that  contract  created  some  technology  that  was 
ultimately  fundable  by  venture  capital.  In  addition  to  venture  capital  and  contracts,  the 
company  used  leasing  companies  to  finance  equipment  purchases.  Bank  financing  was 
used  to  fund  receivables. 

The  second  company,  MathSoft,  I  co-founded  in  1985  and  served  as  President.  Initially, 
venture  capital  was  not  available  to  MathSoft.  We  were  seeking  S500K.  Alternatively,  we 
raised  $150K  from  private  individuals,  "angels",  and  dropped  our  personal  compensation 
to  very  low  levels.  We  used  bank  financing  to  purchase  equipment  but  it  required  our 
personal  guarantee.  Ultimately,  we  raised  a  total  of  $5.5  million  of  venture  and  private 
money  before  going  public  in  1993. 

My  current  company,  Virtual  Entertainment,  is  funded  by  one  "angel"  investor  who  has 
invested  approximately  $3.8  million  dollars.  We  are  currently  in  the  process  of  financing 
equipment  purchases  with  either  leases  or  bank  debt. 

The  bottom  line,  as  far  as  the  software  industry  is  concerned,  is  that  bank  financing  does 
not  play  a  role  in  new  company  formation.  Even  in  Massachusetts,  where  the  software 
industry  has  worldwide  recognition  —  banks  are  generally  not  participating  in  a  meaningful 
way  to  help  this  engine  of  growth  for  the  Massachusetts  economy. 

Let  me  suggest  three  solutions  which,  although  directly  applicable  to  the  software 
industry,  are  generally  appropriate  for  emerging  markets 

1.  Tax  advantages  could  be  provided  for  investments  made  by  "angel  individual 
investors"  in  early  stage  companies.  These  tax  advantages  could  be  applied  to  losses  or 
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gains  made  on  these  investments  or  to  investment  level.  These  types  of  incentives  would 
lower  the  risk  profile  and  increase  the  potential  return  of  early  stage  investments.  Similar 
incentives  could  be  provided  to  venture  funds  and  flowed  down  to  their  limited  partners. 

2.  Loan  guarantees  and  tax  advantages  could  be  established  to  provide  banks  with 
incentives  to  make  loans  to  emerging  companies  for  plant  and  equipment  financing. 

3.  Programs  could  be  established  which  set  aside  funds  for  early  stage  investment. 
The  Software  Council  was  involved  in  one  major  effort  to  get  funding  from  banks  for 
early-stage  technology  companies.  We  were  instrumental  in  the  passage  of  legislation  to 
allow  for  the  creation  of  a  small  fund  administered  by  the  state's  venture  capital  firm  — 
Massachusetts  Technology  Development  Corporation.  No  state  allocation  of  dollars  was 
made  to  this  fund.  Two  major  Boston  banks  each  committed  $1  million  to  this  fund  —  but 
not  out  of  their  corporate  lending  dollars,  this  money  came  from  their  community  dollars. 
And,  since  this  is  an  investment,  these  banks  will  get  back  their  money  and  a  reasonable 
return  on  their  investment. 
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Mr.  Chairman  and  Members  of  the  Subcommittee.  I  am  honored  and 
pleased  to  be  invited  to  present  my  views  on  the  issue  of  credit  in  the 
wake  of  the  area's  "credit  crunch",  with  emphasis  on  present  bank  credit 
availability  to  small  business  in  New  England,  particularly  in  light  of 
increasing  mergers  and  consolidations  now  occurring  in  the  banking 
industry. 

As  indicated  in  a  recent  study  conducted  by  Lisa  K.  Shapiro,  Ph.D., 
for  First  NH  Banks  and  the  White  House  Conference  on  Small  Business  (an 
Executive  Summary  of  which  is  attached  as  Appendix  I) ,  small  business  is 
a  vital  component  in  New  Hampshire's  economy.  Indeed  it  is  undeniable 
that  "the  business  of  New  Hampshire,"  and  of  New  England  itself,  is 
small  business.  Downsizing,  outsourcing,  devolution  to  core- 
competencies,  and  other  structural  contractions  by  large  corporations 
have  resulted  in  layoffs,  creating  a  need  for  even  more  small  business 
jobs.  Accordingly,  as  we  experience  the  effects  of  today's  globally 
competitive  environment,  small  business  continues  to  be  the  most 
important  source  of  jobs  in  our  region.  Indeed,  for  the  foreseeable 
future,  small  business  may  be  the  only  remaining  source  of  growth 
available  to  complete  our  recovery. 

Small  business  requires  banking  services  and  credit.  Small 
business  jobs  cannot  expand  unless  the  leverage  afforded  by  banking 
credit  is  also  available.  Moreover,  as  small  business  itself  has  moved 
into  global  competition  and  markets,  its  financial  service  needs  have 
become  more  sophisticated.  Accordingly,  a  robust  local  commercial 
banking  sector  is  critical  to  the  principal  engine  of  our  region's 
economic  success. 

Some  small  business  concerns  remain  small  by  choice.  Others  are  on 
their  way  to  becoming  large  businesses.  Both  require  credit  to  invest 
in  new  products  and  future  growth.  Both  need  access  to  competitively- 
priced  financial  services  in  order  to  maintain  efficiencies  required  to 
grow  while  they  stay  competitive,  and  to  participate  themselves  in  the 
new  global  economy.  In  New  England,  meeting  the  expanding  demands  of 
small  business  is  one  of  banking's  largest  challenges.  The  other  is 
gaining  the  operating  efficiencies  to  do  so.  Indeed,  one  cannot 
emphasize  enough  the  critical  interdependency  of  small  business  and 
reliable  banking  services. 

Area  banks  are  robust,  and  are  serving  small  business.  To  continue 
this  critical  activity,  they  must  be  allowed  by  Congress  and  their 
regulators  to  seek  their  most  efficient  operating  structures,  to  choose 
their  optimal  size,  and  to  offer  a  product  and  service  mix  that  suits 
their  markets.  Small  business  customers  need  customized  banking  service 
that  is  accessible  locally  but  sophisticated  enough  to  match  its 
competition  anywhere  in  the  world.  To  serve  small  business,  banks  must 
have  appropriate  flexibility  to  match  small  business  needs  at  a  price 
that  will  enable  those  customers  to  compete.  Efficiency  of  operations 
is  the  key  to  a  strong  competitive  banking  system.  That  efficiency 
requires  that  each  bank  do  what  it  knows  it  can  do  best.  Banks  serving 
small  business  must  maximize  their  own  operating,  structural  and  cost 
efficiencies.  Indeed,  safety  and  soundness  in  a  fiercely  competitive 
environment  require  that  banks  be  allowed  and  encouraged  to  operate  more 
efficiently.  Measures  that  enable  banks  to  perform  efficiently  are  a 
benefit  to  small  business. 
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Consolidations  and  mergers  are  tools  banks  employ  to  create  and 
maintain  operating,  service  and  product  efficiencies.  Such 
restructurings  provide  the  facility  appropriate  for  the  competitive 
delivery  of  quality  financial  products  and  services  to  small  business. 
Temporary  displacements  and  disruptions  caused  by  consolidation  are 
regrettable.  They  should  be  minimized  and  mitigated  wherever  possible. 
The  recently  announced  merger  between  Citizens  Bank  and  First  NH  Bank 
featured  the  establishment  of  a  public/private  partnership  between  the 
bank  and  New  Hampshire's  Department  of  Resources  and  Economic 
Development  (DRED) .  DRED  Commissioner  William  Bartlett  has  praised  this 
5-Point  Program  for  retraining  and  reemployment  of  displaced  employees 
as  "forward-looking  and  very  beneficial  to  a  state  that  is  attracting 
new  business  and  needs  qualified  employees".  Dealing  directly  with 
employee  impacts  rather  than  resisting  consolidation  is  the  direction  in 
which  we  must  move.  Consolidations  that  increase  bank  efficiency  must  be 
encouraged  if  commercial  banks  are  to  continue  to  play  their  vital  role 
for  small  business  in  our  New  England  economy. 

It  is  appropriate  in  this  regard  to  comment  on  the  continuing 
impact  of  FDICIA  (Federal  Deposit  Insurance  Corporation  Improvement  Act 
of  1991.)  FDICIA  was  a  part  of  Congress'  response  to  lending  excesses 
that  led  to  the  credit  crunch.  In  retrospect,  FDICIA  has  contributed  to 
the  recovery  of  our  nation's  and  our  area's  banking  sector.  Its  timing 
was  difficult  for  New  England,  but  its  objectives  are  now  taking  hold. 
FDICIA  has  succeeded  in  forcing  banks  to  raise  capital.  That  capital 
has  provided  a  firm  cushion,  enabling  banks  to  extend  more  credit  to 
small  business.  Small  business  lending  often  carries  with  it  a  higher 
level  of  underwriting  risk  because  of  reduced  information  in  the  areas 
of  reliability,  profitability,  and  the  general  uncertainties  associated 
with  am  business  venture  at  the  start-up  stage.  Added  capital  thus 
enhances,  the  small  business  underwriting  process. 

New  England's  recovery  has  been  driven,  of  course,  by  lower 
interest  rates,  but  not  by  interest  rates  alone.  Gradual  and  sensible 
regulatory  application  of  FDICIA' s  more  restrictive  provisions  has 
played  an  important  role.  Congress  itself  has  now  taken  positive  steps 
towards  reduction  of  excess  regulatory  burden  on  banks.  Moreover,  led 
by  Comptroller  Eugene  Ludwig,  constructive  regulatory  reform  has  been 
undertaken  within  the  bank  regulatory  agencies  themselves.  Efforts  to 
streamline  the  regulation  process,  making  it  more  efficient,  more 
realistic  and  more  reliable,  have  enabled  banks  and  bank  regulators  to 
become  more  efficient.  State  regulators,  increasingly  concerned  about 
potential  conversion  by  state  banks  to  federal  charters,  are  following 
suit,  addressing  inefficiencies  in  their  own  regulatory  processes. 

These  developments  have  enabled  banks  to  become  more  competitive 
with  their  less-regulated  brethren  in  the  world  of  financial  services 
without  the  sacrifice  of  safety  and  soundness.  Indeed  it  is 
increasingly  clear  that  the  efficiencies  afforded  by  revised  regulation 
are  themselves  a  contributor  to  enhanced  safety  and  soundness.  These 
trends  must  continue  because  they  lead  to  more  bank  lending  and  better 
bank  services  for  small  business. 
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There  also  remains  a  continuing  need  to  monitor  any  adverse  and 
unintended  impacts  of  FDICIA  that,  as  technology  improves,  could  cause 
unnecessary  operational  inefficiencies.  Just  as  increased  efficiency  of 
operations  leads  to  more  banking  for  small  business,  such  inefficiencies 
could  lead  to  a  withdrawal  of  credit  from  small  business  in  any  future 
cyclical  downturn.  For  now,  however,  regulatory  emphasis  on  raising 
capital  while  reducing  needless  process  has  allowed  banks  to  improve 
their  operating  margins  without  having  to  accept  unsound  portfolio  risks 
pursuing  rates  of  return  based  upon  higher  risk.  New  efficiencies  have 
enabled  them  to  compete  with  other  more  efficient  and  less-capitalized 
competitors  that  match  in  every  market  their  menu  of  financial  services 
and  products.  Banks  have  thus  been  able  to  take  sound  risks  and  still 
show  a  solid  return  on  investment.      This  bodes  well    for  small  business. 

We  have  been  stressing  the  direct  connection  between  the 
operational  efficiencies  of  banks  and  their  benefit  to  small  business. 
It  is  important  to  focus  briefly  on  why  banking  efficiencies  are 
critical  to  bank  survival  in  the  highly  competitive  world  of  financial 
intermediaries  and  capital  markets.  After  all,  survival  of  today's 
banking  system  is  critical  to  the  continued  strength  of  our  small 
business  sector.  Speaking  in  terms  of  "survival"  is  not  hyperbole. 
With  the  author's  permission,  I  have  attached  (as  Appendix  II)  a  short 
treatise  on  today's  banking  markets  by  Alex  J.  Pollock,  President  and 
CEO  of  Federal  Home  Loan  Bank  of  Chicago.  This  well-written  article 
defies  adequate  summary.  Its  succinct  explanation  of  the  relationships 
between  efficiency,  consolidation  and  developing  markets  in  banking 
shows  why   consolidation   in  banking   is   both   inevitable   and   necessary. 

Quoted  below  are  its  first  two  paragraphs,  followed  by  a  sentence 
appearing   later,    concerning   consolidation. 

The  efficiency  of  the  financial  system's  intermediation,  how  well  it 
is  doing  for  the  consumers  of  financial  services,  is  measured  by  the  total 
spread  between  what  the  ultimate  investor  gets  as  a  yield  on  savings  and  what 
the  ultimate  entity  being  financed  has  to  pay.  The  less  the  financial  system 
takes   out  of  the  middle,    the  more  efficient   it   is. 

The  financial  system  designed  in  the  1930 's  created  large  spreads,  for 
example  between  holders  of  passbook  savings  on  one  hand,  and  corporate 
borrowers  at  prime  rate  or  more,  plus  fifteen  percent  compensating  balances 
(as  it  used  to  be),  on  the  other  hand.  The  financial  evolution  of  the  last 
two  decades,  shrinking  the  aggregate  spread  to  intermediation,  has 
continually  reduced  the  role  of  the  1930 's  design,  and  makes  it  impossible  to 
support   its   former   overhead  structures.         (Appendix   II,    Page   1) 

.  .  .As  the  system  becomes  more  efficient,  there  is  accordingly  excess 
capacity  which  should  leave  and  be  utilized  elsewhere.  Therefore,  the  shift 
away  from  clubs  and  club  managers  naturally  protective  of  their  members, 
toward  market   systems,    means   consolidation.       (Appendix   II,    Page   2) 

Mr.  Pollock's  explanation  of  the  efficiency  dynamic  in  modern 
financial  services  markets  is  compelling.  It  leads  to  the  inexorable 
conclusion  that  consolidation  in  banking  must  continue.  It  compels  the 
conclusion  that  other  operating  efficiencies  which  do  not  detract  from 
safety  and  soundness  must  also  be  encouraged.  Accordingly,  since  banks 
are  the  most  common  and  the  predominant  source  of  capital  and  qther 
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financial  services  needed  by  small  business,  it  is  clear  that  enabling 
banks  to  achieve  the  efficiencies  needed  to  thrive  is  beneficial  to 
small  business. 

In  a  related  important  development,  it  appears  that  Congressional 
action  on  Glass-Steagall  reform  may  not  occur,  or  if  it  does,  may  not 
provide  structural  efficiencies  appropriate  for  small  institutions. 
Securities  "push-out"  clauses,  and  other  structural  impacts  requiring 
more  cumbersome  operations  through  affiliates,  raise  efficiency  concerns 
for  medium-sized  banks  and  serious  operational  problems  for  smaller 
banks.  Prohibitions  affecting  the  providing  of  basic  financial  services 
and  products  can  reduce  the  core  deposits  that  predicate  local  business 
lending.  Smaller  banks  that  are  themselves,  "small  business" 
organizations,  view  these  legislative  initiatives  with  some  alarm, 
fearing  that  they  will  be  unable  to  stay  small  and  stay  strong  at  the 
same  time.  Uncertainties  associated  with  these  developments  can  dampen 
small  business  lending.   They  should  be  resolved. 

Congress  has  passed  the  Riegle-Neal  Interstate  Banking  and 
Branching  Efficiency  Act  of  1994.  Riegle-Neal  will  add  further 
efficiencies  to  interstate  banking  operations.  Interstate  branching, 
due  to  occur  in  June  of  1997,  may  allow  even  more  efficiency 
opportunities  for  smaller  banks.  If  the  Congress  does  not  otherwise 
object,  the  Office  of  the  Comptroller  of  the  Currency  will  shortly  enact 
proposed  changes  in  its  Rules,  specifically  Part  5  thereof.  (Part  5  - 
Rules,  Policies  and  Procedures  for  Corporate  Activities,  Title  12,  CFR, 
as  revised  October  15,  1980  in  45  Federal  Register  68568.)  The 
structural  operations  allowed  by  the  proposed  rule  will  provide  small 
banks  with  critical  operating  efficiencies  in  the  offering  of  non- 
traditional  banking  services  and  products  through  operating 
subsidiaries,  rather  than  through  separate  affiliates  in  the  holding 
company  format.  Combined  with  new  power  to  branch  across  state  lines, 
efficiencies  afforded  by  combining  new  Part  5  structures  with  Interstate 
Branching  suggest  that  small  and  large  bank  consolidation  in  pursuit  of 
beneficial  operating  efficiencies  is  likely  to  continue.  In  some  cases, 
the  structural  and  operating  efficiencies  of  holding  companies  will  not 
be  necessary.  For  small  banks,  this  can  mean  a  great  deal.  For  small 
business  this  means  more  sources  of  services  and  credit. 

Significantly,  the  ability  to  diversify  products  and  services  under 
Part  5  without  efficiency  barriers  posed  by  excessive  "firewalls"  and 
affiliation  requirements  that  may  be  unnecessary  can  also  provide 
further  safety  and  soundness  for  small  banks  through  increased 
efficiencies.  Indeed  the  Comptroller  has  made  it  clear  that  such 
diversification  itself  can  be  essential  to  the  maintenance  of  safe  and 
sound  operation  in  the  newly-competitive  world.  Part  5  is  important  to 
smaller  banks.  Its  "universal"  banking  format  is  a  boon  to  banks  whose 
size  could  otherwise  preclude  their  offering  a  broader  mix  of  financial 
service  products.  As  technology  progresses,  and  deposits  become  more 
dependent  on  the  individual  needs  of  customers,  the  particularized 
customer  service  capacity  afforded  by  offering  a  broad  range  of 
financial  service  products  able  to  be  combined  for  specific  customer 
needs  will  be  needed  to  attract  deposits.  These  deposits  are  essential 
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if  loans  to  small  business  are  desired.  Further  reduction  of  regulatory 
burden  and  increased  consolidation  have  thus  led  to  more  and  better 
small  business  financial  services. 

It  should  also  be  emphasized  that  further  steps  by  Congress  and 
banking  regulators  to  facilitate  the  formation  of  operating  structures 
that  further  promote  operational  efficiencies  are  very  important.  Since 
history  tells  us  that  small  business  is  the  first  to  feel  the  pinch  when 
banking  margins  are  compressed  by  cyclical  downturns,  it  is  important 
that  structural  and  operational  flexibilities  be  enhanced  now,  so  that 
present  operating  efficiencies  can  be  maintained  later.  At  this  point 
in  the  credit  cycle,  it  is  also  appropriate  to  watch  for  the 
reappearance  of  any  excesses  on  the  asset  side  of  bank  balance  sheets, 
but  it  is  hard  to  imagine  why  properly  monitored  measures  that  promote 
efficiency  will  be  anything  other  than  constructive  in  that  regard. 
Consolidations  that  lead  to  uncompetitive  market  power  could  also  lead 
to  a  diminution  of  available  and  appropriately  priced  banking  services. 
At  present,  however,  there  is  no  sign  that  consolidations  intended  to 
promote  efficiency  have  led  to  an  anti-competitive  atmosphere.  In  fact, 
the  ability  of  banks  to  seek  their  own  size  and  the  product  and  service 
mix  that  best  suits  them,  has  led  to  a  very  competitive  and  highly 
creative  small  business  bank  service  market  in  New  England.  By 
strengthening  banks,  these  developments  have  benefited  small  business. 
There  is  still  more  to  be  done.  Measures  that  promote  banks'  operating 
efficiencies  should  be  encouraged.  They  enable  banks  to  better  serve 
small  business. 

Recent  Federal  Reserve  Call  Report  Data  indicates  that  small 
businesses  of  every  size  are  well-served  by  regional  and  community  bank 
lenders.   A  quick  look  at  Concord,  N.H.  is  instructive  in  this  regard. 

Concord  Savings  Bank  (CSB) ,  a  community  bank  now  serving  Concord, 
N.H.,  maintains  a  portfolio  of  small  business  loans  (loans  under  $1 
million)  in  excess  of  $10  million.  Fleet,  New  England's  largest  bank, 
has  a  branch  in  Concord.  It  lends  nearly  $144  million  into  the  Granite 
State  with  $31  million  in  loans  under  $100,000.  Fleet's  average  size 
small  business  loans  are  about  $95,000,  whereas  CSB's  average  loan  is 
about  $68,000.  In  Concord,  both  banks  compete  head-on.  Each  bank, 
however,  has  its  own  mix  of  products  and  services.  Each  has  its  own 
marketing  emphasis.  Their  diversity  of  offerings  is  as  important  as 
their  overlap.  They  offer  choice  among  basic  services  and  special 
services  for  special  needs. 

Concord  Savings  Bank  offers  a  mix  of  basic  business  services  that 
includes  a  range  of  business  deposit  accounts,  management,  convenience, 
and  loan  services.  But  it  also  pursues  credit  opportunities  that 
require  a  particular  local  assessment,  especially  within  the  borrower's 
local  market,  where  the  bank's  familiarity  enables  it  to  assess  business 
plans  in  a  local  competitive  context.  What  might  appear  to  some  to  be 
"character"-type  loans  are  in  fact  underwritten  with  a  deep  appreciation 
of  a  local  business 's  prospects  for  success  in  a  market  that  the  bank 
knows  very  well.  Other  community  banks  offer  the  same  service. 
Continued  capacity  to  perform  this  service  requires  more  opportunities 
for  efficient  operation. 
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Fleet's  size  and  structure  enables  it  to  focus  efficiently  on  a 
broad  range  of  loans  and  services  to  business.  Its  number  one  position 
in  N.H.  in  loans  of  less  than  $100,000  to  smaller  business  shows  that 
the  Fleet  approach  can  be  the  best  choice  for  some.  Fleet  offers 
services  similar  to  Concord  Savings  Bank's,  but  with  respect  to  certain 
loans,  especially  the  smaller  business  loans,  Fleet  has  an  efficiency 
advantage,  using  tools  of  analysis  and  comparison  available  only  to 
institutions  of  its  size.  Significantly,  small  business  has  a  choice. 
That  choice  has  created  competition  which  has  driven  Concord's  banks  to 
focus  on  what  each  can  do  best  and  most  efficiently.  Concord's  business 
is  the  beneficiary. 

Competitors  to  be  sure,  these  banks  co-exist  in  complementary 
fashion  as  well.  Concord  Savings  Bank  has  become  a  leader  statewide  in 
loans  to  auto  purchasers,  a  service  valued  highly  by  the  auto  dealers 
who  use  Fleet  for  other  purposes.  Fleet  has  offered  small  business 
served  by  smaller  community  banks  the  benefits  of  foreign  exchange  and 
trading  services  essential  to  their  operation  in  foreign  markets.  Small 
business  in  New  Hampshire  now  competes  in  Southeast  Asian  markets  using 
cash  and  credit  services,  as  well  as  interest  rate  hedges  no  smaller 
bank  could  offer,  while  retaining  their  relationships  with  local 
community  banks  for  more  localized  services.  Fleet  has  recently 
enhanced  the  lending  power  of  the  New  Hampshire  Small  Business 
Development  Corporation  by  providing  new  sources  of  capital  that  enable 
$1  million  in  added  small  business  development  lending,  and  has 
established  a  below  market  rate  lending  program  for  small  business  job 
retraining  in  conjunction  with  New  Hampshire's  Department  of  Resources 
and  Economic  Development.  Its  size  enables  Fleet  to  provide  these 
services.  Many  of  the  businesses  served  will  simultaneously  maintain 
their  business  relationships  with  local  community  banks.  The  point  is 
everybody  benefits  by  the  ability  of  each  respective  bank  to  seek  a  size 
and  operating  structure  that  suits  it.  In  Concord,  banks  require  more 
relief  from  regulatory  burden.  One  has  gone  through  more  consolidation, 
but  each  must  be  efficient  if  it  wishes  to  effectively  compete  and  serve 
its  markets.  As  long  as  each  can  do  so  efficiently,  and  thus 
competitively,  those  markets  will  be  well-served. 

Thus,  the  trends  today  towards  operating  efficiencies  for  banks  are 
healthy.  Their  continuation  is  essential.  They  are  matched  by  the 
needs  of  small  business  for  greater  operating  efficiencies  themselves. 
The  markets  force  small  business  to  become  more  efficient.  For  banks, 
such  efficiencies  are  still  the  province  of  Congress,  the  courts,  and 
the  regulators.  It  is  important  that  these  government  structures  allow 
their  wards,  the  banks,  to  keep  up.  Any  excess  regulation  of  banks  is 
a  danger  to  small  business — banking's  key  constituency.  If  banks  are 
burdened  with  surplus  regulation,  barriers  to  efficient  operating 
structures,  or  blocked  from  forming  mass  appropriate  to  their  product 
and  service  mix,  they  cannot  serve  small  business.  It  is  that  simple. 
It  is  that  important  to  small  business.  It  is  thus  that  critical  to  New 
Hampshire  and  New  England. 
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APPENDIX  I 


BANKING  ON  SMALL  BUSINESS  IN  NEW  HAMPSHIRE 

A  Study  of  Small  Business  Trends 
in  the  Granite  State 

By  Lisa  K.  Shapiro,  Ph.D. 
Gallagher,  Callahan  &  Gartrell 

Sponsored  by 

The  New  Hampshire  Delegation  to 

The  White  House  Conference  on  Small  Business 

in  cooperation  with 

First  NH  Bank 

March  1995 


EXECUTIVE  SUMMARY 


New  Hampshire's  delegation  to  the  White  House  Conference  on  Small  Business  (WHCSB), 
an  independent  commission  created  by  Congress,  is  developing  recommendations  on  how 
Congress  and  the  White  House  can  improve  the  economic  climate  for  small  business.  Joining 
with  First  NH  Bank,  the  state's  leading  small  business  lender,  WHCSB  sponsored  this  study  of 
small  business  trends  in  New  Hampshire.  Banking  on  Small  Business  in  New  Hampshire, 
authored  by  Dr.  Lisa  Shapiro,  an  economist  at  Gallagher,  Callahan  &  Gartrell,  looks  at  where 
most  of  the  jobs  are  in  New  Hampshire,  where  job  growth  is,  and  where  economic  trends  are 
taking  us 


The  adage,  "Small  business  is  the  backbone  of  the  NH  economy,"  is  evidenced  by  the  fact  that 
63  percent  of  all  jobs  in  New  Hampshire  are  provided  by  small  businesses. 

According  to  1990  data  on  employment  in  all  SO  states  by  firm  size,  in  NHs  total  workforce  the 
slime  of  jobs  field  in  small  firms  is  13  percent  greater  than  it  is  generally  regionwide  or 
nationwide.  Additionally,  over  95  percent  of  the  state's  35,000  businesses  employ  fewer  than  100 
persons--and  that  number  does  not  even  reflect  the  number  of  people  who  are  self-employed. 

Tlie  proportional  sluve  of  the  small  business  sector  varies  significantly  across  regions  of  and 
industry  in  New  Hatnpslure.  With  78  percent,  Carroll  County  has  the  highest  percentage  of  jobs 
in  small  firms,  Strafford  County,  with  less  than  48  percent,  has  the  lowest.  Nearly  80%  of  all 
retail  jobs  in  New  Hampshire  are  in  small  firms  Three-fifths  of  the  jobs  in  finance,  insurance, 
real  estate  and  the  service  sector  are  in  small  business.  About  one-third  of  the  manufacturing 
jobs  in  the  state  are  in  small  firms. 
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New  Hampshire  has  outpaced  both  the  region  and  the  nation  in  the  creation  of  new  and  successor 
businesses  since  1991.  About  4700  new  NH  businesses  were  created  in  both  1991  and  1992. 
In  1993,  the  number  jumped  to  5500.  While  the  national  number  of  new  businesses  was  5.8 
percent  higher,  and  the  regional  figure  was  4.7  percent  higher,  the  number  of  new  NH  businesses 
was  16  percent  higher  in  1993  than  in  1991. 

Small  business  may  be  the  only  sector  in  which  net  job  growth  occurs  during  the  early  stages  of 
recovery  from  a  recession.  Small  business  has  been  the  primary  creator  of  net  job  growth  during 
the  slow  recovery  from  NH's  most  recent  recession.  It  remains  to  be  seen  whether  this  is  part 
of  the  natural  ebb  and  flow  of  the  business  cycle,  or  whether  this  signals  a  shift  toward  an  even 
greater  contribution  by  small  business  in  job  creation  in  New  Hampshire.  Trends  indicate  that 
small  business  will  continue  to  be  big  business  in  the  New  Hampshire  economy. 

Small  businesses  have  a  higher  market  share  in  the  service  industries  and  are  tlierefore  likely  to 
benefit  as  tlie  national  economy  sltifts  from  manufacturing  toward  tlie  service  sector,  altlwugh 
tlie  average  size  of  firms  in  tlie  service  industry  is  increasing. 

Tlie  national  economy  is  transforming  itself  from  an  industrial-based  economy  to  an  information- 
based  economy.  The  cost  of  computer  hardware  and  software  has  dropped  precipitously.  The 
demand  for  niche  software  and  other  business-related  services  is  growing  rapidly.  These  changes 
provide  markets  for  the  growing  network  of  small  companies  both  in  rural  areas  and  throughout 
the  state. 

As  some  large  firms  in  tlie  region  continue  to  downsize  and  increase  tlieir  reliance  on 
outsourcing,  we  can  expect  to  see  continued  growth  in  markets  for  small  businesses.  Small 
product  development  and  processing  firms  in  particular  are  likely  to  benefit  from  increased 
outsourcing  by  large  manufacturing  and  technology  firms  Employment  in  the  rubber  and  plastics 
industries  has  increased  by  more  than  10.5%  from  1993  to  1994,  with  net  job  growth  in  small 
firms  outperforming  large  firms  nearly  2  to  1.  Employment  at  small  firms  that  manufacture 
durable  goods  outpaced  job  growth  at  larger  firms  by  3  to  1  from  1993  to  1994,  with  a  net 
increase  of  nearly  50  new  small  firms. 

As  location  becomes  less  important,  small,  start-up,  and  rapidly  growing  businesses  in  New 
Hampslure  will  have  increased  access  to  tlie  global  market.  A  case  in  point  is  NH's  home-grown 
PC  Connection,  Inc.— a  large  business  by  NH  standards,  but  small  by  standards  worldwide  PC 
Connection,  Inc.  has  experienced  phenomenal  growth  rates  to  become  a  leading  direct  reseller 
of  software  and  peripherals.  In  addition,  over  800  software  firms  employing  10,000  people  are 
located  throughout  New  Hampshire. 

Tlie  preponderance  of  small  business  in  New  Hampslure  slwws  at  tlw  very  least  tliat  our  state's 
economic  climate  is  favorable  to  small-sized  operations.  Trends  in  our  national  economy  indicate 
that  small  business  may  play  an  increasingly  important  role  nationwide  in  the  overall  job  mix 
The  important  role  played  by  small  business  in  NH's  economic  past  and  present  may  be  eclipsed 
by  the  critical  role  it  can  play  in  our  state's  future.  Therefore,  maintaining  the  elements  that 
contribute  to  the  growth  and  development  of  small  business  becomes  an  important  business  and 
public  policy  priority. 
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APPENDIX  n 
Financial  System  Evolution 

By  Alex  J.  Pollock 

Chief  Executive  Officer 
Federal  Home  Loan  Bank  of  Chicago 


1.    Darwinian  Competition  Between  Pubs  and  Markets 

The  efficiency  of  the  financial  system's  intermediation,  how  well  it  is  doing  for  the  consumers  of 
financial  services,  is  measured  by  the  total  spread  between  what  the  ultimate  investor  gets  as  a  yield  on 
savings  and  what  the  ultimate  entity  being  financed  has  to  pay.  The  less  the  financial  system  takes  out  of 
the  middle,  the  more  efficient  it  is. 

The  financial  system  designed  in  the  1930's  created  large  spreads,  for  example  between  holders  of 
passbook  savings  on  one  hand,  and  corporate  borrowers  at  prime  rate  or  more,  plus  fifteen  percent 
compensating  balances  (as  it  used  to  be),  on  the  other  hand.  The  financial  evolution  of  the  last  two  decades, 
shrinking  the  aggregate  spread  to  intermediation,  has  continually  reduced  the  role  of  the  1930's  design,  and 
makes  it  impossible  to  support  its  former  overhead  structures. 

In  the  broadest  terms,  what  is  happening  in  the  United  States  and  the  world  is  a  shift  to  market-based 
intermediation  and  away  from  institutional  intermediation,  from  matching  of  savings  and  investments  within 
the  balance  sheets  of  chartered  financial  institutions,  to  intermediation  carried  out  by  markets  The  shift  is 
away  from  bank  loans  to  the  creation  of  assets  which  are  actively  sold,  distributed,  traded  and  have  public 
bid  and  asked  prices.  The  most  fundamental  reason  for  this  shift  is  that  markets  tend  to  be  more  efficient 
in  the  sense  defined,  to  reduce  the  total  cost  of  the  intermediation  which  is  bome  by  the  consumers  of  the 
financial  services,  and  thus  to  be  preferred  by  them. 

This  shift  is  reflected  in  a  number  of  ways.  It  means  a  reduction  in  the  share  of  all  financial  assets  held 
by  the  chartered  financial  institutions,  a  proportion  that  is  steadily  dropping  It  means  loans  being  replaced 
by  financial  assets  held  in  marketable  or  securitized  form.  It  means  an  especially  noteworthy  dominance 
of  the  residential  mortgage  business  by  securitization,  and  the  imminent  disappearance  of  a  separately 
defined  thrift  industry.  It  means  the  decline  of  deposits  as  a  funding  base.  It  forces  us  to  ask  whether  there 
are  any  limits  to  securitization  in  sight. 

Picture  a  Darwinian  struggle  between  two  financial  species: 

1)  Chartered  institutions,  which  allocate  financial  resources,  price  them,  and  hold  them,  based  on  their 
own  balance  sheet,  and  which  make  decisions  based  on  heavy  and  detailed  regulation  and  direction 
by  bureaus  of  the  chartering  government,  which  in  turn  reflect  complex  political  compromises. 

2)  Markets,  which  set  prices  and  allocate  resources  based  on  active  bidding,  asking  and  trading  assets 
among  a  large  number  of  informed,  voluntary  actors. 

Which  is  generally  the  better  resource  allocator:  the  market  or  a  heavily  regulated  institution?  There 
is  a  world-wide  consensus  that  markets  tend  to  better  match  up  prices  and  risks.  They  do,  that  is,  if  there 
is  relatively  low  cost  information  and  communication.  All  organizations,  including  markets,  are  systems  of 
knowledge  and  its  use.  If  information  and  communication  are  cheap,  then  markets  are  superior  systems  for 
gathering,  applying  and  acting  on  knowledge. 
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By  the  transforming  power  of  computing  technology  in  this  last  quarter  of  the  century,  information  costs 
and  communication  costs  have  been  driven  very  low,  and  markets  therefore  are  gaining  very  rapidly  at  the 
expense  of  chartered  institutions. 

One  aspect  of  this  contrast  is  that  groups  of  chartered  institutions  in  traditional,  stable  conditions  tend 
to  form  associations  or  "clubs"  to  reduce  risk,  limit  competition,  and  protect  profits.  Clubs  are  most 
successful  when  information  is  expensive  and  limited  to  insiders.  For  a  club  to  persist,  it  must  be  able  to 
enforce  its  rules  and  to  exclude  outsiders  from  competing.  In  his  provocative  monograph,  "The  Evolution 
of  Central  Banks,"  Charles  Goodhard  suggests  that  the  function  of  enforcing  rules  and  excluding  outsiders 
is  best  performed  by  a  "club  manager."  The  central  bank  evolves  as  the  manager  of  the  banking  club, 
operating  to  insure  the  common  interests  of  safety  and  profits  (it  also  serves  the  interests  of  the  chartering 
government,  of  course). 

However,  when  conditions  shift  away  from  favoring  the  institutional,  club  systems  to  favoring  market 
systems,  then  the  clubs  can  no  longer  hang  together,  and  the  club  manager  is  faced  with  fundamental 
dilemmas.  We  are  living  through  a  rapid  shift  to  market  based  intermediation  in  the  Darwinian  struggle, 
and  the  governmental  club  managers  experience  the  stress  along  with  the  club  members. 

On  an  international  view,  we  can  say  there  are  two  fundamental  kinds  of  financial  systems:  capital 
market-based  systems  and  bank-dominated  systems  Historically,  there  were  only  two  capital  market  systems 
in  the  world  —  those  of  the  United  States  and  United  Kingdom.  In  a  capital  market  system,  banks  are  just 
one  element  of  an  encompassing  market,  just  one  set  of  bidders  for  and  offerers  of  funds  among  others,  and 
not  the  best  rated  ones,  at  that.  The  international  trend  is  for  this  to  be  increasingly  the  case,  because 
information  and  communication  are  getting  cheaper  everywhere 

2.    The  Irrelevance  of  the  "Level  Playing  Field" 

Discussion  of  what  to  do  to  adjust  to  the  passing  away  of  the  1930's  government-sponsored  financial 
clubs  is  usually  formed  by  the  interests  of  the  suppliers  of  financial  services  In  addition,  we  have  a 
regulatory  system  naturally  inclined  to  protect  existing  institutions  So  we  hear  countless  times,  "We  have 
to  have  a  level  playing  field "  This  horribly  dull  term  is  repeated  ad  nauseam  It  is  a  supplier  or  industry 
idea. 

As  the  increasing  combination  of  investment  banking,  commercial  banking  and  thrift  industries  continues, 
the  point  should  not  be  to  worry  about  whether  the  investment  banks  or  the  commercial  banks  or  thrifts  get 
equally  protected.  The  question  should  be  what  does  the  best  for  the  consumers  of  financial  services,  not 
what  does  the  best  for  the  suppliers.  The  question  should  be  did  we  encourage  or  stifle  the  efficiency  of 
the  financial  system 

As  the  system  becomes  more  efficient,  there  is  accordingly  excess  capacity  which  should  leave  and  be 
utilized  elsewhere.  Therefore,  the  shift  away  from  clubs  and  club  managers  naturally  protective  of  their 
members,  toward  market  systems,  means  consolidation. 

In  summary,  there  is  a  natural  and  desirable  movement  toward  markets  replacing  chartered  institutions, 
riding  on  the  back  of  cheap  information  and  cheap  communications  There  is  a  natural  movement  to 
combine  previously  separate  financial  industries,  since  they  use  similar  knowledge,  and  serve  similar 
economic  functions  for  the  same  customers.  There  is  no  end  in  sight  of  the  applied  potential  of  cheap 
computing  and  communications  technology.  Wherever  the  limits  to  securitization  might  be,  they  have  not 
been  reached    The  trends  are  international. 

Darwinian  selection  will  continue. 
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Subcommittee  on  Taxation  and  Finance 


Field  Hearing 
on 

'he  Effects  of  Bank  Consolidation 
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For  the  record,  I  am  John  Gould,  President  and  Chief  Executive  Officer  of  Associated 
Industries  of  Massachusetts,  an  employer  association  that  represents  more  than  3,500 
Massachusetts  companies.  A.I.M.'s  mission  is  to  advocate  public  policy  that  advances  economic 
stability  and  promotes  economic  growth  that  benefits  Massachusetts  employers  and  employees 
alike.  Our  members  range  from  sole  proprietorships  to  start-ups  to  firms  that  are  household 
names  and  all  sizes  in  between.  Every  SIC  code  doing  business  in  the  Commonwealth  is 
represented  in  the  A.I.M.  membership.  Sixty  percent  of  our  members  are  manufacturers,  and  the 
balance  are  in  the  service  sector  of  the  economy.  Our  average  member  employs  50  or  fewer 
people. 

The  late  1980s  and  early  1990s  was  a  difficult  period  for  banks  and  employers  alike. 
Higher  capital  requirements,  especially  for  certain  commercial  loans,  and  more  stringent  risk 
capital  requirements  for  smaller  borrowers,  coupled  with  an  economic  recession,  put  a 
tremendous  strain  on  both  bankers  and  employers.  Fortunately,  toward  the  mid-1990s,  the 
economy  of  the  region  started  to  move  forward.  For  example,  in  December  1991,  A.I.M.'s 
Monthly  Business  Confidence  Index  reached  an  all-time  low  of  41.5  indicating  that  employers 
were  very  pessimistic  about  business  conditions  and  the  prospects  for  their  companies,  the  state 
and  the  nation.  In  December  1995,  however,  the  Business  Confidence  Index  was  59.2  -  more 
than  1 7  points  higher  indicating  much  more  confidence  by  employers  regarding  current  and 
future  business  prospects. 
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One  of  the  reasons  for  the  improvement  in  the  state's  economy  since  the  late  1980s  and 
early  1990s  most  certainly  is  the  expansion  of  bank  credit.  Starting  as  early  as  1992,  several  area 
banks,  including  the  Bank  of  Boston  and  Fleet  Bank,  initiated  major  programs  to  stimulate  bank 
lending  activities  to  Massachusetts  employers.  It  is  my  opinion  that  these  initiatives  helped  in 
large  measure  to  do  much  to  improve  people's  confidence  in  the  Commonwealth's  economy.  In 
September  1991,  in  a  special  survey  on  credit  availability,  17  percent  of  the  members  surveyed 
indicated  that  they  had  lines  of  credit  canceled,  demanded  and/or  suspended,  while  74  percent 
did  not.  In  January,  1993,  only  10  percent  of  respondents  indicated  having  lines  of  credit 
canceled  or  suspended,  while  90  percent  did  not.  Moreover,  in  1993,  66  percent  of  the 
respondents  indicated  that  the  credit  availability  situation  had  either  remained  the  same  or  had 
improved. 

Regarding  small  business  lending  by  banks,  The  Federal  Reserve  Bank  of  Boston  in  its 
fall  1995  report  on  New  England  banking  trends,  reported  that  small  business  lending  rose  a 
modest  two  percent  at  New  England  banks  from  June  30,  1993  through  June  30,  1995.  In  the 
previous  year,  the  bank  reported  a  2.8  percent  decline  in  lending.  The  report  also  noted  that  the 
growth  in  small  business  loans  lagged  behind  the  national  growth  in  small  business  loans  and 
that  nationally,  as  in  New  England,  growth  in  large  business  loans  generally  out  paced  growth  in 
small  business  loans.  This  situation  was  mainly  due  to  the  Commonwealth's  economic  recovery 
which  had  trailed  the  recovery  of  the  nation's  economy.  Massachusetts  entered  the  economic 
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downturn  earlier  than  the  rest  of  the  nation  and  is  yet  to  regain  the  net  loss  of  more  than  100,000 
manufacturing  jobs  cost  since  the  mid-1980s. 

The  decline  in  the  bank  capital  ratios  in  New  England  was  greater  than  the  rest  of  the 
nation  in  the  late  1980s  and  early  1990s  and  was  due  in  part  to  the  difficult  economic  situation 
Massachusetts  and  New  England  experienced.  The  economic  situation,  coupled  with  harsh 
regulatory  actions  put  the  regions  banks  and  employers  in  a  very  trying  situation.  One  could 
argue  that,  as  a  result  of  this  experience,  consolidation  leads  to  larger  banks  with  a  diversification 
across  geographic  regions  and  product  lines  which  could  make  small  business  borrowers  less 
dependent  on  the  vagaries  of  local  banking  markets  in  the  future. 

Any  exammation  of  small  business  access  to  business  credit  must  also  examine  the 
impact  that  non-bank  financial  institutions  and  organizations  play  in  lending  to  small  businesses. 
For  example,  in  1993,  with  vigorous  support  from  A.I.M.  and  with  strong  bipartisan  support  of 
the  Legislature,  the  Weld  administration  signed  Chapter  19  of  the  Acts  of  1995  into  law.  The 
Senate  increased  the  state  investment  tax  credit  from  one  percent  to  three  percent  and  created 
three  funds  to  help  small  businesses  gain  additional  access  to  capital  and  business  credit:  a  $5 
million  Capital  Access  Fund,  a  $3  million  Export  Finance  Fund  and  a  $15  million  Emergency 
Technology  Fund. 
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The  Capital  Access  Fund,  which  is  administered  by  the  Massachusetts  Business 
Development  Corporation  (MBDC),  a  privately-owned  company  funded  by  78  Massachusetts 
financial  institutions  for  the  purpose  of  helping  Massachusetts-based  companies  grow,  provides  a 
pool  of  funds  to  encourage  banks  to  broaden  their  loan  underwriting  to  smaller  and  newly 
established  businesses.  Capital  Access  Fund  loans  are  limited  to  small  and  medium-sized 
businesses  with  average  sales  under  $5  million;  the  maximum  loan  limit  is  $500,000  for  any  one 
business.  Under  the  program,  the  borrower  and  the  lender  each  contribute  a  portion  of  the  loan  to 
a  reserve  account;  the  Commonwealth  then  matches  the  borrower's  and  lender's  combined 
contribution.  The  reserve  account  is  available  to  protect  lenders  in  case  of  default.  Since  1993, 
more  than  900  CAP  loans  have  been  booked  for  a  total  of  more  than  56  million  dollars  through 
more  than  50  banks  with  loans  averaging  $60,000. 

In  examining  small  business  access  to  business  credit,  loans  from  quasi-public  agencies, 
the  Small  Business  Administration  and  the  non-bank  financial  companies  should  also  be 
considered.  Regarding  government  loan  programs,  I  would  like  to  point  out  that  recent 
congressional  action  directed  the  Small  Business  Administration  to  lower  from  90  to  75  percent 
its  loan  guarantees  to  lenders  participating  in  certain  SBA  loan  programs  have  not  helped  to 
improve  small  businesses'  access  to  credit. 

While  it  is  my  opinion  that  bank  lending  to  small  business  has  not  been  reduced  by  the 
wave  of  bank  mergers  and  acquisitions,  at  this  time,  I  commend  the  committee  for  conducting 
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hearings  on  the  issue  of  small  business  access  to  business  credit  because  of  the  impact  small 
business  has  on  employment  growth.  Research  conducted  by  The  Federal  Reserve  Bank  of 
Boston  indicated  that  the  50  largest  lenders  to  small  businesses  currently  account  for 
approximately  20  percent  of  the  small  business  loan  market  nationwide.  While  the  list  includes  a 
number  of  the  largest  banks  in  the  country,  it  is  dominated  by  superregionals.  As  a  result,  it  will 
be  important  to  continue  to  monitor  how  the  ongoing  bank  consolidations  will  impact  small 
business  lending  in  the  future.  It  is  my  view  that  the  current  emphasis  on  small  business  lending 
will  continue  unless  the  costs  to  large  banks  to  comply  with  additional  compliance  regulations 
serve  to  make  small  business  loans  too  expensive  to  administer. 

The  work  of  the  committee  is  important  since  small  businesses  have  a  much  greater 
reliance  on  bank  loans  to  raise  money  than  larger  companies,  which  have  access  to  stock  and 
bond  markets.  However,  at  this  time,  we  see  no  decline  in  the  ability  of  small  businesses  in 
Massachusetts  to  obtain  bank  credit  in  light  of  ongoing  bank  mergers  which  have  taken  place. 
Particularly,  since  recent  mergers  have  seen  banks  already  located  in  this  region  coming  together. 
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GOOD  MORNING.  MY  NAME  IS  JOHN  HAMILL  AND  I  AM  PRESIDENT  OF  FLEET 
BANK  OF  MASSACHUSETTS.  I  AM  PLEASED  TO  BE  WITH  YOU  TODAY  TO  DISCUSS 
SOME  OF  OUR  INITIATIVES  RELATIVE  TO  SMALL  BUSINESS  LENDING. 

FLEET  CONTINUES  TO  BE  A  GROWING  COMPANY  DURING  A  TIME  OF  INDUSTRY 
CONSOLIDATION.  WE  BELIEVE  THAT  OUR  SUCCESS  IS  A  RESULT  OF 
UNDERSTANDING  WHAT  IS  NEEDED  BY  OUR  CUSTOMERS  AND  THE 
COMMUNITIES  WE  SERVE. 

AT  FLEET,  WE  STRONGLY  BELIEVE  THAT  THE  NEW  ENGLAND  AND  NEW  YORK 
ECONOMIES  ARE  FUELED  BY  SMALL  BUSINESS.  AS  A  RESULT,  WE  HAVE 
INVESTED  MAJOR  CAPITAL  AND  HUMAN  RESOURCES  TO  MEET  THE  NEEDS  OF 
THE  MORE  THAN  ONE  MILLION  SMALL  COMPANIES  THROUGHOUT  OUR  MARKET 
AREAS. 

FLEET  IS  THE  THIRD  LARGEST  SMALL  BUSINESS  LENDER  IN  THE  UNITED  STATES. 

IN  OUR  CORE  MARKET  AREA,  ONE  OUT  OF  EVERY  FOUR  SMALL  BUSINESSES  IS 
ALREADY  BANKING  WITH  FLEET  BECAUSE  OF  OUR  950  BRANCH  LOCATIONS  AND 
OUR  100+  LOCALLY  BASED  BUSINESS  BANKERS  ALL  OF  WHOM  MAKE  CREDIT 
AND  DEPOSIT  SERVICES  AVAILABLE  TO  SMALL  BUSINESSES.  THEY  ALSO  BANK 
WITH  FLEET  BECAUSE  OF  OUR  SPONSORSHIP,  PARTICIPATION  AND  OUTREACH  IN 
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DOZENS  OF  BUSINESS  ORGANIZATIONS  THROUGHOUT  NEW  ENGLAND  AND  NEW 
YORK. 

MOST  IMPORTANTLY,  THEY  BANK  WITH  FLEET  BECAUSE  WE  MAKE  MORE 
SMALL  BUSINESS  LOANS  THAN  ANY  OTHER  NEW  ENGLAND  BASED  OR  NEW 
YORK  BANK.  AND,  WE  MAKE  IT  EASIER  AND  FASTER  TO  GET  THEM  THAN  ANY 
OF  OUR  COMPETITION. 

OUR  EASY  BUSINESS  BANKING  LOAN  PROGRAM  TRULY  PUTS  FLEET'S  MONEY  ON 
THE  LINE  FOR  SMALLER  COMPANIES.  FLEET'S  EASY  BUSINESS  BANKING 
GUARANTEES  THAT  WE  WILL  GIVE  AN  ANSWER  TO  SMALL  BUSINESS  LOAN 
REQUESTS  IN  3  DAYS  OR  LESS  OR  WE  PAY  THE  CUSTOMER  $250  IN  CASH. 

AND,  THE  MARKETPLACE  HAS  RESPONDED  ENTHUSIASTICALLY  TO  THIS  AND 
ALL  OUR  CREDIT  OFFERINGS  AS  EVIDENCE  BY  OUR  RESULTS.  SINCE  EASY 
BUSINESS  BANKING  WAS  INTRODUCED  JUST  OVER  1  YEAR  AGO,  MORE  THAN 
10.000  COMPANIES  HAVE  RECEIVED  S560MM  IN  LOANS  THROUGHOUT  NEW 
ENGLAND  AND  NEW  YORK  -  EACH  OF  THESE  LOANS  IS  LESS  THAN  S100M  -  IN 
FACT  THE  AVERAGE  LOAN  IS  ONLY  $50M. 

IN  MASSACHUSETTS,  CONNECTICUT  AND  NEW  YORK  ALONE,  MORE  THAN  8,000 
COMPANIES  HAVE  RECEIVED  S456MM  THROUGH  THIS  PROGRAM  WHICH 
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PROVIDES  BOTH  SECURED  AND  UNSECURED  CREDIT,  WORKING  CAPITAL  AND 
TERM  LOANS. 

BUT  EASY  BUSINESS  BANKING  IS  ONLY  ONE  OF  FLEET'S  SMALL  LOAN  SERVICES. 
IN  1995,  WE  FUNDED  NEARLY  $1.4  BILLION  IN  SMALL  BUSINESS  LOANS 
THROUGHOUT  OUR  MARKET  AREA.  THAT  IS  FULLY  10%  MORE  THAN  THE 
SUBSTANTIAL  AMOUNT  OF  CREDIT  WE  PROVIDED  DURING  THE  PRIOR  YEAR. 
MASSACHUSETTS  COMPANIES  RECEIVED  S275MM,  MORE  THAN  HALF  OF  WHICH 
IS  NEW  CREDIT. 

CONNECTICUT  COMPANIES  RECEIVED  S270MM,  OVER  75%  OF  WHICH  IS  NEW 
CREDIT. 

NEW  YORK  COMPANIES  HAVE  RECEIVED  S500MM,  MORE  THAN  2/3'S  OF  WHICH  IS 
NEW  CREDIT. 

ON  MAY  15,  1995,  FLEET  WAS  NAMED  THE  NATION'S  FIRST  REGIONAL  PREFERRED 
LENDER  BY  THE  SBA.  THROUGH  SBA  PROGRAMS,  FLEET  PROVIDES  CREDIT  TO 
START  UP  COMPANIES  AND  EXPANDING  BUSINESSES.  WITH  OVER  S140MM  AND 
NEARLY  1,200  SBA  LOANS  IN  OUR  PORTFOLIO,  FLEET  IS  COMMITTED  TO 
PROVIDING  A  FULL  RANGE  OF  FINANCING  OPTIONS  TO  ALL  OUR  CUSTOMERS. 
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WITH  THE  DELEGATED  LENDING  AUTHORITY  GRANTED  TO  IT  BY  THE  U.S. 
EXPORT-IMPORT  (EX-IM)  BANK,  THE  FLEET  ORGANIZATION  IS  AN  ACTIVE 
LENDER  UNDER  EX-IM'S  WORKING  CAPITAL  GUARANTEE  PROGRAM.  THE 
PROGRAM  IS  AIMED  AT  SMALL  AND  MID-SIZED  CORPORATIONS  WHERE 
WORKING  CAPITAL  FINANCING  IS  PROVIDED  TO  SUPPORT  NEW  EXPORT  SALES. 
THIS  BANK  LENDING,  GUARANTEED  BY  EX-IM,  WILL  FACILITATE  THE  PURCHASE 
OF  RAW  MATERIAL,  AND  THE  PRODUCTION/SHIPMENT  OF  MANUFACTURED 
GOODS  TO  OVERSEAS  CUSTOMERS. 

OVER  THE  PAST  12  MONTHS  FLEET  BANK,  WITH  THIS  DELEGATED  AUTHORITY, 
HAS  FINANCED  NEW  EXPORTS  FOR  FOOD  PROCESSORS,  A  MEDICAL  SUPPLY 
MANUFACTURER  AND  SEVERAL  COMPANIES  IN  THE  HIGH  TECHNOLOGY 
SECTOR.  THESE  EXPORTS  WERE  DIRECTED  TO  THE  DEVELOPED  ECONOMIES  OF 
EUROPE  ALONG  WITH  EMERGING  MARKETS  IN  ASIA  AND  LATIN  AMERICA.  THE 
BANK  WAS  ABLE  TO  PROVIDE  THE  WORKING  CAPITAL  FOR  THESE  SMALL 
BUSINESSES  WHICH  HAVE  PREVIOUSLY  FOUND  THE  EX-IM  PROGRAMS  TILTED 
TO  LARGE  MULTINATIONALS.  FLEET'S  ROLE  AS  A  DELEGATED  LENDER  HAS 
OPENED  THE  EX-IM  BANK  TO  THESE  SMALL  BUSINESS  EXPORTERS,  ALLOWING 
THEM  TO  TAKE  ADVANTAGE  OF  THE  WEAKER  U.S.  DOLLAR  TO  PENETRATE  NEW 
INTERNATIONAL  MARKETS  WITH  THEIR  "WORLD  CLASS"  PRODUCTS. 
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STATE  AND  LOCAL  LOAN  POOLS  AND  GUARANTEE  PROGRAMS  ARE  ALSO 
CRITICAL  TO  OUR  CUSTOMERS  AND  WE  AGGRESSIVELY  LEND  THROUGH  THESE 
PROGRAMS  AS  WELL.  GOOD  EXAMPLES  OF  STATE  AND  LOCAL  LENDING 
PROGRAMS  CAN  BE  SEEN  IN  THE: 

MASSACHUSETTS  CAPITAL  ACCESS  PROGRAM  WHERE  FLEET  HAS  PROVIDED 
ALMOST  $4MM  IN  LOANS. 

AND  OUR  NEW  BEDFORD  FISHING  INDUSTRY  LOAN  FUND  WHERE  WE  PROVIDED 
S667M  IN  MATCHING  FUNDS  TO  ALLOW  NEW  BEDFORD  TO  QUALIFY  FOR  A 
S2.5MM  FEDERAL  GRANT. 

CONNECTICUT  WORKS  FUNDS  WHICH  PROVIDES  LOAN  GUARANTEES  TO 
BUSINESSES  FOR  THE  PURPOSE  OF  JOB  CREATION  AND  RETENTION  WITHIN  THE 
STATE:  WITH  S90MM  IN  LOANS  ALREADY  EXTENDED,  FLEET  IS  THE  LARGEST 
PARTICIPATING  BANK. 

IN  NEW  YORK,  FLEET  WAS  THE  FIRST  BANK  TO  MAKE  A  MAJOR  COMMITMENT  OF 
S57MM  TO  SUPPORT  THE  HARLEM-SOUTH  BRONX  EMPOWERMENT  ZONE  AND  ITS 
CRITICAL  REVITALIZATION  PROJECT.  FLEET  IS  ALSO  A  MAJOR  PARTICIPANT  IN 
THE  MID-HUDSON  BANKERS  SMALL  BUSINESS  LOAN  FUND.  THE  FUND  WAS 
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ESTABLISHED  TO  ENCOURAGE  AND  FUND  THE  CREATION  OF  SMALL  COMPANIES 
IN  COMMUNITIES  EXPERIENCING  CORPORATE  DOWNSIZING. 

WHILE  WE  BELIEVE  OUR  SMALL  BUSINESS  LENDING  STATISTICS  ARE 
IMPRESSIVE,  BUSINESS  BANKING  IS  REALLY  ABOUT  PEOPLE,  THEIR  COMPANIES 
AND  JOBS.  THE  THOUSANDS  OF  MASSACHUSETTS  COMPANIES  WHICH  HAVE 
BENEFITED  FROM  FLEET'S  BUSINESS  BANKING  EFFORTS  INCLUDE  A  WIDE 
ARRAY  OF  SERVICE,  MANUFACTURING,  RETAIL,  TRADE,  CONSTRUCTION,  AND 
DISTRIBUTION  COMPANIES.  ONE  EXAMPLE  OF  OUR  SMALL  BUSINESS 
CUSTOMERS  IN  MASSACHUSETTS  IS  A  NEW  START-UP  COMPANY  TO  WHICH 
FLEET  PROVIDED  TERM  LOAN  EQUIPMENT  FINANCING,  IN  CONJUNCTION  WITH 
THE  U.S.  SMALL  BUSINESS  ADMINISTRATION,  THESE  FUNDS  ENABLED  THE 
COMPANY  TO  ESTABLISH  THE  FIRST  USDA  APPROVED  HISPANIC  FOOD 
PREPARATION  COMPANY  IN  THE  NORTHEAST.  THE  COMPANY  CURRENTLY 
EMPLOYS  SEVEN  PEOPLE  WITH  TEN  TO  FIFTEEN  NEW  EMPLOYEES  TO  BE  HIRED 
IMMEDIATELY.  THE  POTENTIAL  ADDITIONAL  EMPLOYEES  FROM  THIS  NEW 
MANUFACTURING  EQUIPMENT  COULD  CREATE  AS  MANY  AS  30  NEW  JOBS  IN  THE 
FUTURE. 

ALTHOUGH  WE  ARE  EXCITED  ABOUT  THE  POSITIVE  MARKET  IMPACT  OF  THE 
SMALL  BUSINESS  PROGRAMS  I  HAVE  HIGHLIGHTED  FOR  YOUR  TODAY,  WE 
REMAIN  COMMITTED  TO  CONTINUAL  IMPROVEMENT  AS  WE  WORK  TOGETHER 


92 


TO  BUILD  AN  EVEN  STRONGER  SMALL  BUSINESS  FRANCHISE  AT  FLEET.  WE 
INTEND  TO  ENSURE  THAT  OUR  SMALL  BUSINESS  CUSTOMERS  REALIZE  MANY 
ADDITIONAL  BENEFITS  OF  OUR  MERGER  WITH  SHAWMUT  AND  TO  CONTINUE  TO 
PROVIDE  SUPERIOR  SERVICE  TO  OUR  BUSINESS  BANKING  CUSTOMERS. 
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Statement  of  T.  Lincoln  Monson,  Chairman  &  CEO 

The  First  National  Bank  oflpswich 

The  Effects  of  Bank  Consolidation  on  Small  Business  Lending 

Boston,  Massachusetts 

Monday,  March  4,  \\t,>'> 


Good  morning,  I  am  Lin  Monson,  Chairman  and  CEO  of  The  First  National  Bank  of  Ipswich, 
Massachusetts,  a  $100  million  full  service,  independent  commercial  bank  headquartered  in 
Ipswich,  Massachusetts  with  branches  in  Essex,  Gloucester  and  Rowley  Wc  serve  northern  Essex 
County  1  am  also  here  on  behalf  of  the  Massachusetts  Bankers  Association,  which  represents 
approximately  200  commercial,  savings  and  co-operative  bank  members  with  total  assets  of  more 
than  $160  billion.  This  represents  %  percent  of  all  bank  assets  in  Massachusetts  I  am  pleased  to 
appear  here  today  to  offer  comments  on  an  issue  key  to  the  economic  vitality  of  our  region,  the 
imp'  i  of  financial  institution  consolidation  on  small  business  lending 

As  you  are  well  aware,  we  are  in  a  period  of  enormous  change  in  the  structure  of  business  in 
our  economy  Consolidation,  restructuring  and  downsizing  are  words  frequently  heard  in  industry 
irftci-  industry  They  affect  banking,  health  care,  drug  stores,  retailing,  telecommunications  and 
even  ski  areas  Consolidation  is  certainly  a  way  of  life  in  the  banking  industry  However,  from  my 
perspective,  the  move  to  consolidate  has  not  lessened  the  competition  one  bit  In  fact,  competition 
to  deliver  financial  services  in  the  most  effective  manner  remains  fierce,  particularly  in  the  case  of 
small  business 

Historical  Perspective 

In  order  to  assess  the  availability  of  loan  capital  for  small  business  today  and  in  the  future, 
scanning  a  little  history  may  be  helpful  Over  the  past  10  years,  wc  have  seen  enormous  growth  in 
the  number  of  entities  that  provide  loans  to  small  business  Let's  look  first  at  banking  in 
Massachusetts  For  decades  commercial  banks  were  the  primary  providers  of  banking  services, 
both  deposit  and  credit,  to  small  business  State  chartered  savings  and  co-operative  banks  didn't 
gain  commercial  lending  powers  until  the  early  1980's  and  for  several  years  thereafter  only  a  small 
handful  of  thrifts,  like  Danvers  Savings  Bank,  look  advantage  of  them  However,  the  change 
opened  new  frontiers  to  many  smaller  banks  providing  them  with  the  opportunity  to  enter  lines  of 
business  from  which  they  liad  previously  been  excluded 

In  1985,  there  were  385  commercial,  savings  and  co-operative  banks  in  Massachusetts  of 
which  224  or  58%  offered  commercial  lending  services  By  the  end  of  1995,  the  number  of  banks 
had  shrunk  to  265.  However,  73  percent  (193  of  265)  of  them  now  underwrite  commercial  loans 
Many  of  the  banks  that  do  not  are  quite  small  with  assets  under  $50  million  While  the  number  of 
banks  in  Massachusetts  during  this  period  shrank  by  a  third,  the  number  of  banks  that  make 
commercial  loans  declined  only  14  percent  The  story  docs  not  end  here  In  just  the  past  year 
alone,  a  dozen  smaller  community  banks  have  entered  the  small  business  lending  market  and  the 
trend  is  continuing  in  1996  In  addition,  just  as  several  dc  novo  banks  emerged  in  the  1980s,  we 
fully  expect  that  when  perceived  gaps  in  markets  appear,  new  banks  will  form  to  meet  those  market 
needs 
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Bank  Lending  Capacity/Loan  Growth 

let  mt  speak  now  to  the  matter  of  capacity  First,  the  Massachusetts  banking  industry  has 
plenty  of  money  to  lend  to  credit  worthy  borrowers  Total  bank  equity  capital  is  nearly  $1  3  billion 
with  an  industry  equity  capital  ratio  of  8  10  percent  Liquidity  is  high  and  my  bank,  as  is  the  case 
with  most  other  banks,  is  actively  seeking  qualified  borrowers 

Small  business  is  our  core  target  WhyV  There  arc  two  reasons  First,  more  and  more 
medium  and  large  companies  have  obtained  access  to  the  public  capital  markets,  insurance 
companies  and  pension  funds  They  use  banks  much  less  for  loan  services  and  more  for  cash 
management  and  other  depository  services  Second,  that  is  where  the  customers  arc.  A  few 
statistics  tell  the  story. 

•  96%  of  all  business  have  sales  of  less  than  $5  million 

*  88%  of  all  business  have  sales  of  less  than  $  1  million 

♦  54%  of  all  business  have  sales  of  less  than  $250,000 

These  businesses  arc  located  in  our  communities;  on  our  main  streets,  in  our  local  industrial 
parks  Small  business  owners  constitute  70  percent  of  the  households  with  net  worth  in  excess  of 
$1  million  Additionally,  50  percent  of  small  business  owners  whose  companies  have  sales  greater 
than  $500,000  have  incomes  greater  than  $100,000  This  demographic  data  is  persuasive  to  us 
that  small  business  is  the  most  attractive  market  to  attack 

The  truth  of  this  analysis  is  reflected  in  the  charts  attached  to  this  paper  From  June  30,  1994 
to  June  30,  1995,  the  number  of  loans  to  small  businesses  on  the  books  of  Massachusetts  banks 
increased  from  46,500  to  53,000  Ranks  with  assets  under  $500  million  saw  the  largest  increase  in 
terms  of  number  of  loans,  which  grew  16  percent  during  the  period  The  large  banks  showed  the 
most  dramatic  growth  in  loan  volume  of  21  percent  With  the  Massachusetts  economy  growing  at 
2-3  percent,  and  population  barely  increasing  at  all,  these  numbers  amply  demonstrate  banks' 
commitment  to  the  small  business  sector  of  our  economy. 

New  Competition 

In  addition  to  the  increase  in  lending  to  small  business  by  Massachusetts  banks,  we  are  seeing 
an  increase  in  the  number  and  variety  of  non-banking  companies  and  banks  based  in  other  states 
offering  loans  to  small  business  Included  in  this  group  arc  taxpayer  subsidized  credit  unions, 
Merrill  Lynch,  Wells  Fargo,  ITT,  OE  Credit  Corp  and  the  Money  Store  to  name  but  a  few  from  a 
very  long  list  It  is  as  if  small  business  was  the  last  hors  d'oevre  on  the  plate  at  a  very  large 
cocktail  party. 

Special  Initiatives/Capital  Access  Program 

On  top  of  these  factors,  a  number  of  special  loan  initiatives  have  been  created  or  expanded 
over  the  past  few  years  that  have  further  enhanced  the  amount  of  loan  capita)  available  to  small 
business  The  Massachusetts  Capital  Access  Program  is  just  one  example  This  initiative, 
modeled  after  a  similar  program  in  Michigan  and  developed  in  large  part  by  the  Massachusetts 
Bankers  Association  in  a  strong  cooperative  effort  with  the  legislature  and  the  Weld  administration, 
is  a  program  designed  to  expand  the  loan  funds  available  to  small  business  presently  unable  to 
access  them  on  their  own  for  credit  reasons 


96 


Briefly,  here's  how  the  program  works  A  borrower  applies  to  a  participating  bank.  The 
borrower  pays  a  fee  or  premium  of"  between  1  1/2  to  3  1/2  percent  of  the  loan  amount,  the  bank 
matches  the  amount  and  the  state  matches  the  combined  amount  The  total  fees  arc  set  then  aside 
in  a  special  CAI*  reserve  fund  at  the  bank  This  pool  is  available  as  a  special  loan  loss  reserve  for 
these  more  risky  loans  The  bank  and  borrower  negotiate  all  loan  terms  including  pricing  and 
guaranty  premiums    The  bank  commits  and  funds  the  loan  using  its  own  documentation 

Enacted  in  1993  and  seeded  with  $5  million  from  the  Commonwealth,  more  than  50  banks 
have  booked  941  loans  for  a  total  in  excess  of  $56  million  The  average  loan  was  $60,000. 
Companies  ranged  in  size  from  startups  to  ones  with  annual  sales  of  $4,600,000.  Based  on  data 
supplied  by  the  borrowers  and  the  participating  banks,  7,500  jobs  were  retained  and  1,755  created 
statewide  through  this  innovative  and  very  cost  effective  public/private  initiative  To  date,  only  18 
loans  have  defaulted 

Many  other  government  programs  exist  to  assist  small  business  borrowers,  ranging  from 
several  Small  Business  Administration  initiatives  to  state  business  financing  specialists  and  local 
loan  pools 

New  York  Federal  Reserve  Study 

As  further  evidence  of  the  current  state  of  affairs  a  study  released  by  the  Federal  Reserve  Bank 
of  New  York  on  Monday,  February  26,  1996,  concluded  that  bank  lending  to  small  business  has 
not  been  reduced  by  bank  consolidations  Reported  in  the  March  edition  of  "Current  Issues  in 
Fconomics  and  Finance",  the  study  compared  a  sample  of  180  banks  that  merged  between  June 
1993  and  June  1994  to  a  random  selection  of  similar  sized  banks  that  did  not  merge. 

The  researchers  found  the  "the  average  ratio  of  small  business  loans  to  assets  at  banks  that 
merged  actually  grew  from  8  3  to  8  5  percent  from  June  1993  to  June  1995,  while  the  ratio  for 
banks  not  involved  in  a  merger  actually  fell  from  7  4  percent  to  6  9  percent  during  the  same  period 
Other  findings  of  the  report  said  As  large  banks  acquire  smaller  banks,  they  will  have  a  financial 
incentive  to  continue  to  make  relationship  loans  to  small  businesses .",  because  they  "will  have  a 
strong  profit  motive  to  expand  their  small  business  lending." 

"Overall,  our  research  provides  no  support  for  the  idea  that  consolidation  from  bank  mergers 
reduces  the  portfolio  share  of  a  banks  small  business  loans  If  anything,  mergers  seem  to  increase 
the  propensity  to  hold  these  loans.  Fvcn  when  a  marked  change  in  the  size  of  the  target  bank 
occurs  post-merger  (for  example,  when  a  large  bank  or  when  two  medium  size  banks  merge),  we 
sec  no  significant  decline  in  the  share  of  resources  devoted  to  small  business  lending  "  Wc  could 
not  have  said  it  any  clearer. 

Small  Business  Loan  Securitization 

Finally,  wc  must  comment  on  various  initiatives  to  create  a  secondary  market  for  small 
business  loans  At  the  peak  of  attention  of  the  so-called  credit  crunch  a  few  years  ago,  legislation 
surfaced  calling  for  the  creation  of  a  government-sponsored  secondary  market,  a  "Vclda  Sue" 
approach.  Wc  believe  such  an  approach  could  actually  reduce  the  availability  of  credit, 
particularly  for  marginal  business  borrowers,  since  by  definition,  a  secondary  market  demands 
conforming  products  from  on  underwriting  perspective.    These  facts  when  combined  with  Wall 
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Street  s  perception  that  such  entitles  are  backed  by  the  full  faith  and  credit  of  the  US  Government 
should  suggest  a  need  for  further  review  We  would  assert  that  the  marketplace  is  already 
responding  to  the  desire  for  greater  efficiency  in  small  business  underwriting,  and  is  developing 
simplified  procedures  and  documentation  for  loan  approvals  We  believe  this  is  a  far  better 
approach  than  creating  another  government  secondary  market  mechanism 

Conclusions 

Our  conclusion  is  that  the  amount  of  loan  capital  available  to  small  business  today  is  quite 
substantial  and  growing  In  fact,  we  believe  supply  presently  exceeds  demand  The  challenge  for 
us  bankers,  both  large  super-rcgionals  and  local  community  banks  alike,  will  be  to  retain  and  grow 
our  share  of  the  market.  Studies  of  small  business  owners  indicate  that  they  are  loyal  to  their  bank 
but  their  level  of  satisfaction  has  declined  recently  partly,  1  suspect,  because  of  the  confusion  that 
is  created  by  a  merger  As  the  chief  executive  of  a  small  bank  1  am  delighted  to  take  advantage  of 
that  confusion  Our  big  challenge,  as  1  just  suggested,  will  be  to  maintain  market  share  against 
non-bank  competition  who  can  innovate  more  quickly  and  reach  farther  for  business  because  they 
arc  unregulated,  than  we  can  Our  doors  are  open,  money  is  available  and  we  are  here  ready  to 
lend 

Thank  you  for  this  opportunity  to  appear  before  you  today  I  would  be  pleased  to  answer  any 
questions  you  may  have 
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Good  day. 

My  name  is  Frank  Romano.  I  am  President  and  CEO  of  Elder  Living  Concepts, 
a  small  health  care  and  assisted  living  provider,  headquartered  in  Rowley,  Massachu- 
setts. 

I  am  here  today  as  Chairman  of  the  Bank  Relations  Committee  of  the  Smaller 
Business  Association  of  New  England  (SBANE),  a  2,000  member  trade  association 
deeply  concerned  about  the  impact  of  current  bank  lending  practices  on  our  business 
community.  However,  I  am  also  here  as  a  small  businessman,  with  my  own 
experiences  and  thoughts  on  this  important  subject,  which  I  wish  to  share  with  you 
now. 

I  will  give  a  brief  summary  of  my  prepared  statement.  But  I  do  ask  that  my 
written  statement  be  part  of  the  record. 


Mr.  Chairman,  Mr.  Meehan,  other  members  of  this  distinguished  panel,  I 
appreciate  this  opportunity  to  testify  before  you  on  bank  consolidation  and  its  impact 
on  small  businesses. 

Let  me  summarize  my  testimony.  I  will  describe  the  climate  in  which  small 
business  finds  itself  during  this  time  of  bank  consolidation,  and  conclude  with  five 
recommendations  for  your  consideration  to  provide  small  businesses  with  a  stable 
economic  climate. 

Small  business  loans  have  become  harder  to  come  by  in  this  age  of  bank 
consolidation  -  despite  what  may  be  the  best  intentions  of  our  larger  banks.  They  seem 
to  talk  the  talk.    But  they  are  not  walking  the  walk. 

A  growing  number  of  reports  and  studies  -  starting  with  the  SBANE  Business 
Barometer  Survey  in  April,  1995;  The  Federal  Reserve  Bank  of  Boston's  Small 
Business  Credit  Availability  report,  issued  at  the  same  time;  through  a  series  of  articles 
in  the  Wall  Street  Journal,  written  by  Michael  Selz;  to  the  recent  report  on  small 
business  lending  by  Peggy  Gilligan  in  New  England  Banking  Trends  -  confirms  this 
alarming  trend. 

Indeed,  just  a  little  over  two  weeks  ago,  The  Boston  Globe  reported  on  another 
disturbing  trend.  Given  the  growing  mountain  of  data  that  the  big  banks  are  not 
pushing  small  business  loans,  the  article,  by  Globe  staff  writer  Alex  Pham,  reports  that 
the  state's  three  biggest  banks  are  developing  a  strangle  hold  on  deposits,  thus 
squeezing  the  lending  capacity  of  the  smaller  banks  -  those  whose  staple  business  has 
been  small  business  lending. 
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[fbig  banks  aren't  loaning  to  small  business,  and  the  smaller  banks  on  whom 
small  business  relied  can  no  longer  meet  this  demand  for  loans,  the  question  is: 

Who  will  make  those  loans?  Small  business  is  this  nation's  number  one 
employer  and  job  producer.  In  this  region,  they're  our  economic  engine  -  if  it  isn't  well 
tuned,  there  will  be  no  expansion  of  the  economy. 

Consider  also  the  wider  implications  of  a  weakened  small  business  community 
in  the  context  of  global  competition  and  business  downsizing.  Our  stiffest  challenge 
as  a  nation  is  coming  from  foreign  competitors  -  Japan,  the  Pacific  Rim.  Germany  - 
demanding  that  we  use  every  weapon  we  have,  efficiently  and  effectively. 

Likewise,  downsizing  presents  us  with  another  challenge  -  and  opportunity  -  to 
take  advantage  of  the  growing  number  of  highly  skilled,  pink-slipped  workers  who  may 
be  our  next  generation  of  small  business  entrepreneurs. 

But  before  we  consider  solutions  to  the  problem,  let  me  define  the  problem  as 
best  I  can,  as  well  as  our  attempts  to  substantiate  the  current,  harmful  trend  away  from 
small  business  loans. 

In  1993,  banks  were  required  for  the  first  time  to  include  information  about 
business  loans  up  to  $1  million  in  their  June  reports  to  the  Federal  Deposit  Insurance 
Corporation.  Such  a  requirement  provides  a  tremendous  helpmate  in  tracking  lending 
practices  in  the  banking  community. 

The  impetus  for  this  small  business  loan  disclosure  rule,  in  large  part,  was  due 
to  the  efforts  of  SBANE.  And  armed  with  this  information,  SBANE-  began  its'  own 
review  of  bank  consolidation  in  New  England. 

The  result  was  the  SBANE  Business  Barometer  survey  in  early  1995.  which 
attested  to  the  anxiety  in  the  small  business  community  over  bank  consolidation.  Asked 
the  question,  "Will  bank  consolidation  make  it  more  difficult  for  smaller  businesses  to 
obtain  bank  financing?"  Fifty-six  percent  of  the  respondents  said  it  would.  Only  20 
percent  disagreed. 

Shortly  after  the  release  of  the  survey  results,  the  Federal  Reserve  Bank  of 
Boston  moved  toward  quantifying  this  sentiment  in  a  report  written  by  Joe  Peck  and 
Eric  S.  Rosengren.  entitled.  Small  Business  Credit  Availability:  How  Important  is  Size 
of  Lender? 
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While  suggesting  that  small  business  lending  may  be  a  profitable  venture  for  the 
big  banks,  the  authors  state  that  "the  move  toward  large  consolidated  institutions  carries 
some  risks  for  bank-dependent  borrowers.  Banks  engaged  in  acquisitions  in  New 
England  have  not  fostered  the  small  business  loan  segment  of  the  market." 

More  to  the  point,  the  authors  summarize  that  their  study  "indicates  that  most 
acquisitions  by  larger  banks  actually  result  in  a  shrinkage  of  small  business  loans. 

Small  businesses  do  not  go  to  the  public  market  to  raise  money.  No  commercial 
paper  is  issued  -  no  stocks  and  bonds.  Necessary  funding  generally  comes  through 
retained  earnings  and  small  business. 

And  those  loans  are  dependent  on  intangibles  -  like  character,  the  relationship 
between  people,  banker  and  businessman  -  that  are  known  by  neighborly  smaller 
banking  institutions,  but  undetected  by  the  giants.  In  a  healthy  environment,  people 
count  more  than  paperwork. 

But  today  as  consolidation  increases  its  pace,  smaller  banks  are  beginning  to 
disappear,  leaving  a  gaping  void. 

Big  banks  -  because  of  any  number  of  factors,  from  the  profitability  of  the  small 
business  market,  or  lack  thereof;  to  the  distance  between  the  institution  and  the  small 
business  borrower  -  aren't  meeting  this  critical  need  for  capital.  Despite  claims  to  the 
contrary,  big  banks  are  falling  short  of  their  claims.  In  an  important  Wall  Street  Journal 
article  on  the  failure  of  big  banks  to  be  responsive  to  small  business  needs,  the  author, 
Michael  Selz,  addresses  the  reluctance  of  big  banks  to  lend  to  small  businesses, 
speaking  of  the  distance  between  the  lender  and  the  borrower  that  did  not  exist  in  the 
community  environment  of  smaller  banker  and  small  businessman. 

Just  recently,  Ms.  Gilligan,  in  her  blockbuster  study,  underscores  the  concerns 
confronting  me  and  my  colleagues  in  the  small  business  community  today.  Entitled 
"Small  Business  Lending,"  that  appeared  in  last  quarter's  New  England  Banking  Trends, 
the  report  points  to  the  importance  of  the  small  business  community  to  regional 
economic  growth,  and  the  threat  posed  by  consolidation  to  the  small  business  sector. 
Her  study  reports  that,  for  the  three  years  reviewed,  "the  small  business  loan  share  of 
total  business  loans  was  lower  in  New  England  than  in  the  nation  in  each  of  the  three 
years  studied." 
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Let  me  read  her  conclusion: 


"Two  regional  trends  -  the  trend  toward  bank  consolidation  and  the  trend  away 
from  small  business  lending  at  large  banks  -  suggest  that  the  small  business  lending 
niche  will  increasingly  be  filled  by  banks  with  assets  under  $1  billion. 

"With  the  regional  economy  expanding  at  a  modest  pace,  these  banks  are 
meeting  the  demand  for  small  business  loans.  It  remains  a  question,  however,  whether 
these  banks  have  the  capacity  to  meet  small  business  loan  demands  as  further  bank 
consolidation  takes  place  and/or  the  pace  of  economic  expansion  quickens." 

What,  then,  to  do? 

Let  me  conclude  with  five  steps  that  can  lead  the  small  business  community 
back  to  a  stabling  lending  environment. 

First,  prevent  the  repeal  of  the  small  business  loan  disclosure  requirement  for 
loans  up  to  $1  million. 

If  this  appeal  is  enacted,  the  growing  impersonality  between  banker  and 
businessman  is  further  exacerbated.  Mr.  Robert  Berney,  Chief  Economic  Advisor  in 
the  U.S.  Small  Business  Administration,  has  said:  "Reporting  this  kind  of  data  is  the 
only  way  to  know  which  banks  are  willing  to  meet  the  credit  needs  of  small  business." 

I  would  urge  members  of  this  panel,  in  bi-partisan  spirit,  to  defeat  any  legislation 
calling  for  this  repeal. 

Second,  require  in  the  Community  Reinvestment  Act,  that  banks  do  not  reduce 
the    amount  of  small  business  lending. 

It  seems  to  me  that  this  kind  of  acknowledgement  of  the  business  of  banking  on 
the  business  of  the  nation  is  long  overdue. 

Third,  encourage  larger  banks  to  establish  small  business  lending  groups  or 
departments. 

Such  quasi-autonomous  entities  promise  to  make  small  business  lending  by  large 
banks  a  more  profitable  endeavor., 
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Fourth,  expand  SBA  loan  guarantees  beyond  the  current  $750.000  threshold. 

And,  finally,  increase  the  number  of  bankers  approved  by  the  SBA  to  be  direct 
lenders. 

Mr.  Chairman,  the  subject  matter  of  this  hearing  transcends  the  banking  sector 
and  the  small  business  community.  In  some  respects,  we  are  in  a  world  war,  and 
economic  conflict  with  ravenous  industrial  and  high  technological  competitors.  Our 
edge  has  always  been  innovation  and  entrepreneurship. 

Only  through  such  steps  as  those  I  have  recommended  can  we  ensure  that  we 
do  not  disarm  the  nation's  most  important  economic  weapon:    Small  Business. 

Thank  you. 
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Small  Business 
Lending 


by  Peggy  Gilligan 


ank  lending  to  small  businesses 
in  New  England  is  an  important 
topic  for  several  reasons: 

•  Small  and  medium-sized  firms  predomi- 
nate in  our  region,  and  their  growth  is  critical  to 
regional  economic  expansion.  These  firms  rely 
overwhelmingly  on  loans  from  banks  to  finance 
their  growth. 

At  the  same  time,  small  business  lending 
is  important  to  the  health  of  many  of  New 
England's  banks,  particularly  the  smaller  ones. 
Smaller  banks  often  look  to  small  business  lend- 
ing to  build  their  loan  portfolios  and  enhance 
their  profitability. 

•  Finally,  there  has  been  speculation  that 
the  trend  toward  consolidation  among  banks 
mav  endanger  small  business  lending. 


For  the  past  three  years,  banks  have  reported 
on  small  business  loans  once  a  year  in  their  June 
call  report.  What  is  reported  are  business  loans 
under  SI  million,  so  that  the  size  of  the  loan, 
rather  than  the  size  of  the  borrower,  is  used  to 
define  "small  business  lending."  In  this  issue  of 
New  England  Banking  Trends,  we  present  newly 
available  data  as  of  June  30,  1995,  updating  a 
previous  article  on  small  business  lending  that 
appeared  in  the  fall  1994  issue. 

Table  1  presents  the  growth  in  small  and 
large  business  loans  at  banks  in  New  England  and 
the  United  States  over  the  two  years  spanning 
June  30,  1993,  through  June  30,  1995.  Small 
business  lending  increased  a  modest  2  percent  at 
New  England  banks  in  the  more  recent  year, 
following  a  2.8  percent  decline  in  the  previous 


Table  1 

Percent  Change  in  Business  Loans  at  Banks  in  New  England  and  the  United  States 
for  Years  Ending  June  30,  1994,  and  June  30,  1995 


New  England 

United  States 

1993  to  1994 

1994  to  1995 

1993  to  1994 

1994  to  1995 

Total  Bank  Assets 

7.6 

4.6 

8.9 

7.1 

Total  Business  Loans 

3.4 

6.3 

4.8 

10.4 

Small  Business  Loans 

-2.8 

2.0 

-0.5 

7.5 

Commercial  and  Industrial 

-3.0 

6.3 

-2.0 

5 

Secured  bv  Real  Estate 

-2  7 

-0.6 

1.1 

7.5 

Large  Business  Loans 

7.6 

9.0 

8.7 

12.5 

Commercial  and  Industri.il 

10.7 

13.3 

9.2 

16.4 

Secured  by  Real  Estate 

1.5 

-0.3 

7.S 

4.0 
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Figure  1 

Percent  Chance  in  Small  Business  Loans 
vr  New  England  Banking  Oii 


I  993-1  99 


I  994-  I  995 


For  each  of  the  two  time  periods,  adjustments  are  made  to  aggregate 
banks  into  their  respective  holding  companies  and  also  for  merger  activity 
and  other  structure  changes  that  occurred  during  the  period.  For 
instance,  if  a  bank  or  bank  holding  company  acquired  a  bank  between 
June  30.  1993.  and  June  30,  1994,  the  1993  figures  for  the  acquiring 
bank  or  bank  holding  company  are  adjusted  to  reflect  the  acquisition. 
Likewise,  de  novo  institutions  not  present  at  the  beginning  of  the  period 
are  excluded  from  the  percent  change  calculation.  Asset-size  categories 
are  based  on  the  merger-adjusted  asset  size  of  the  bank  holding 
company  or  bank  as  of  the  beginning  of  eacn  period 


year.  Small  business  loans  secured  by  real  estate 
continued  to  decline  in  1995,  but  more  modestly, 
at  0.6  percent,  while  small  commercial  and  indus- 
trial loans  showed  renewed  growth  of  a  respectable 
6.3  percent.  In  both  years,  the  growth  in  small 
business  loans  that  was  seen  in  New  England  lagged 
the  growth  seen  in  New  England  in  large  business 
loans  and  the  growth  seen  nationwide  in  both  small 
and  large  business  loans.  Nationally  as  in  New 
England,  growth  in  large  business  loans  generally 
outpaced  growth  in  small  business  loans. 

As  a  result  of  these  growth  differentials,  the 
small  business  loan  share  of  total  business  loans 
declined  both  in  New  England  and  nationally 
berween  mid-year  1993  and  mid-year  1995.  In 
New  England,  the  decline  was  from  41  percent  to 


37  percent;  nationally,  the  decline  was  from  43 
percent  to  40  percent. 

Interestingly,  the  small  business  loan  share 
of  total  business  loans  was  lower  in  New  En- 
gland than  in  the  nation  in  each  of  the  three 
years  lor  which  we  have  data.  Unfortunately,  we 
do  not  have  the  historical  data  to  tel  I  whether  the 
lower  share  in  the  region  is  long-standing  or  is  a 
result  of  the  severiry  of  the  real  estate  downturn 
in  New  England. 

Figure  1  shows  the  growth  in  small  business 
loans  at  New  England  banks  over  the  years 
ended  June  30,  1994,  and  June  30,  1995,  by 
asset  size  of  the  banking  organizations.  Clearly, 
the_region's  smallest  banks  are  aggressively  pur- 
suing small  business  lending,  reporting  the  sharp- 
est increases  for  both  time  periods.  At  the  same 
time,  it  appears  that  the  region's  largesr  banks 
are  much  less  interested  in  small  business  lend- 
ing. Besides  these  extremes,  an  interesting  fea- 
ture of  the  chart  is  the  behavior  of  banks  with 
assets  of  S300  million  to  Si  billion.  Banks  in 
this  asset-size  category  posted  the  sharpest  de- 
cline in  small  business  lending  in  1994,  7.6 
percent,  and  then  went  on  in  1995  to  record  a 
subsrantial  7.8  percent  increase. 

Table  2  presents  the  growth  in  business 
loans  at  New  England  banks  by  asset-size  cat- 
egory from  June  30,  1994,  to  June  30,  1995. 
Growth  in  business  lending  over  this  12-month 
period  varied  widely  across  the  different  asset- 
size  categories.  Small  business  loans  declined  by 
5.3  percent  at  New  England's  largest  banks, 
while  these  eight  institutions  increased  their 
large  business  loans  by  a  strong  11.4  percent. 
Like  Figure  1,  Table  2  shows  that  banks  with 
assets  of  S300  million  to  Si  billion  focused  their 
lending  efforts  on  the  small  business  sector  in 
1995.  While  reporting  an  increase  of  7.8  per- 
cent in  small  business  loans,  they  reported  a  4 
percent  decline  in  large  business  loans. 

As  Table  2  shows,  in  the  year  ended  June 
30,  1995,  banks  in  all  asset-size  categories  ex- 
cept one  posted  an  increase  in  small  business 
loans  secured  by  real  estate.  The  exception  was 
the  eight  largest  banks,  which  reduced  their 
loans  of  this  type  by  14.6  percent.  This  decline 


4   New  England  Banking  Trends     FalM995 


109 


Table  2 

it  Change  in  Bi  ,  by  Size  of  New  England  Bani  nations 

[i  m  30.  1994.  to  June  30,  193 


S  1  B.IIk 
S5  B.ll 


S300  Million    StOO  Millii 
to  SI  Billion       S300  Mill 


Undc 
100  Mil 


Total  Business  Loans 

Commercial  and  Industrial 
Secured  by  Real  Estate 

Small  Business  Loans 
Commercial  and  Industrial 
Secured  by  Real  Estate 

Large  Business  Loans 
Commercial  and  Industrial 
Secured  bv  Real  Estate 


13.1 

17 

6.3 

i:  7 

9.2 

-4.4 

-1.4 

3.2 

5.6 

10.4 

-5.3 

0.5 

7.8 

8.2 

13.2 

5.6 

-1.4 

10.2 

14.2 

9.8 

14.6 

1.6 

6.9 

6.0 

15.1 

11.4 

-0.6 

-4.0 

2.9 

-31.1 

14.4 

4.6 

-6.5 

2.4 

2.2 

2.0 

-5.0 

-3.4 

3.1 

-53.7 

Number  ot  Banks 


69 


149 


overwhelmed  the  5.6  percent  increase  that  the 
largest  banks  posted  in  commercial  and  industrial 
small  business  loans. 

Although  the  region's  largest  banks  have  te- 
duced  their  small  business  lending,  as  of  June  30, 
1995,  they  still  held  the  largest  share  of  small 
business  loans  in  rite  region.  As  Figure  2  shows, 
their  share  was  35  percent,  down  from  37  percent 
one  year  earlier. 

Conclusion 

Two  regional  trends  —  the  trend  toward 
bank  consolidation  and  the  trend  away  from 
small  business  lending  at  large  banks,  as  evi- 
denced by  the  latest  data  —  suggest  that  the  small 
business  lending  niche  will  increasingly  be  filled 
by  banks  with  assets  of  under  SI  billion.  (The 
trend  at  banks  with  assets  of  Si  billion  to  $5 
billion  is  not  clear.)  With  the  regional  economy 
expanding  at  a  modest  pace,  these  banks  are 
meeting  the  demand  for  small  business  loans.  It 
remains  a  question,  however,  whether  these  banks 
—  which  hold  just  28  percent  of  banking  industry 
assets  and  31  percent  of  bank  capital    —  have  the 


Figure  2 

Distribution  of  Small  Business  Loans  at  New  England 

Banking  Organizations,  by  Asset  Size, 

as  of  June  30,  1995 


capacity  to  meet  small  business  loan  demand  as 
further  bank  consolidation  takes  place  and/or  the 
pace  of  economic  expansion  quickens.  Kla;m 
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THE  WAU,  STREET  JOURNAL 


Truth  in  Small-Business  Lending: 
Big  Banks  Fall  Short  of  Their  Claims 

By  Michael  Selz 

Staff  Reporter  of  The  Wall  Street 
Journal 

04/17/95 

WALL  STREET  JOURNAL  (J),  PAGE  31 

To  prove  its  commitment  to  small-business  lending, 
New  York's  Chemical  Banking  Corp.  annually  stages  what 
it  calls  the  "biggest  blitz  in  banking  history. " 

In  each  of  the  past  three  years,  more  than  1 ,000 
officers  of  the  nation's  third  largest  bank  holding  company  - 
-  including  its  chairman  and  chief  executive.  Walter  V. 
Shipley  --  go  "knocking  on  the  doors"  of  prospective  small- 
business  borrowers  in  five  states  to  make  clear  that 
Chemical  wants  to  lend  them  money 

When  it  comes  to  small-business  lending  in  the  New- 
York  area,  "we're  the  market  leader,"  says  Frank  Lourenso. 
an  executive  vice  president  for  Chemical's  New  York  bank 

There's  one  problem  with  that  claim  Federal  banking 
reports  show  it  isn't  true. 

In  June  1994,  Chemical  Banking's  big  New  York  bank 
had  $740  million  of  outstanding  small-business  loans  - 
about  33°'o  less  than  the  nearly  S 1 . 1  billion  of  such  lending 
by  the  New  York  unit  of  far  smaller  Bank  of  New  York 
Co  ,  according  to  data  filed  with  federal  regulators. 
Citicorp,  the  nation's  largest  bank,  also  beat  Chemical. 

Big  banks  that  bill  themselves  as  friends  of  small 
business  don't  always  come  through  with  the  most  cash, 
according  to  an  analysis  of  federal  reports  of  all  commercial 
banks'  small-business  lending  activity  by  The  Wall  Street 
Journal  The  data  were  filed  by  the  banks  for  June  1994 
under  a  two-year-old  federal  rule. 

Ads  for  Pittsburgh's  Mellon  Bank  Corp  assert  that 
lending  to  small  businesses  "is  just  our  way  of  putting  our 
money  where  it  counts."  But  last  June,  Mellon' s  main 
Pennsylvania  bank  had  only  $785  million  in  small-business 
loans,  or  S"'o  of  its  total  domestic  business  lending.  The 
main  unit  of  Pittsburgh  rival  PNC  Bank  Corp  had  $1  6 
billion  in  small-business  lending  —  16%  of  its  domestic 
business  loans. 

"There  are  banks  of  all  sizes  out  there  that  say  they're 
makine  a  lot  of  loans  and  aren't,"  savs  Jere  Glover,  chief 


counsel  for  advocacy  at  the  U  S   Small  Business 
Administration 

Indeed,  big  banks  provide  only  a  tiny  fraction  of 
financing  for  many  small  businesses,  because  these 
businesses  often  lack  the  track  records,  assets  and 
documentation  —  like  audited  financial  statements  and 
reports  —  required  for  a  business  loan.  And  it's  more 
efficient  -  and  less  costly  -  for  3  bank  to  make  a  few  big 
leans  than  many  little  ones,  because  small-business  loans 
require  greater  analysis  and  monitoring  Small  companies 
frequently  patch  together  alternative  funding:  personal 
loans  from  fnends  and  family,  home  mortgages  and  credit 
cards 

But  big  banks  have  ample  incentive  to  lend  to  small    i 
firms  Loan  demand  among  traditional  corporate  customers 
has  been  declining  as  more  companies  turn  to  Wall  Street 
for  financing.  And  a  bank's  investment  in  the  community  -•  1 
including  lending  to  small  businesses  -  is  increasingly  a     ' 
factor  in  regulatory  approval  of  mergers  and  acquisitions.    I 
Even  so,  many  large  lenders  are  still  mainly  paying  lip 
service  to  the  small-business  market,  analysts  say.  .Among 
banks  that  have  tned  to  reduce  the  higher  nsk  and  cost  of  I 
small-business  lending,  the  results  have  been  "mixed,  at     I 
best,"  says  John  Hagen,  a  financial-services  consultant  in    I 
the  Boston  office  of  KPMG  Peat  Marwick  "I  know  of 
banks  that  have  changed  their  strategy  three  times  in  three 
years  " 

To  Ray  Rivera,  a  small-business  owner  whose  loan      I 
application  was  rejected  by  Chemical  last  year,  the  big 
banks'  marketing  claims  seem  deceptive  "They  advertise 
that  they  want  to  give  small  business  a  chance,  but  they 
didn't,"  says  the  owner  of  Advanced  Drywall  &  Ceiling 
Systems  Inc  in  Edison,  N  J. 

Mr.  Rivera  says  he  was  optimistic  when  he  applied     I 
last  September  for  a  loan  of  up  to  $100,000  at  a  downtown 
Manhattan  branch,  where  he  had  been  banking  since  1 992.  [ 
.After  all,  he  says,  he  had  seen  and  heard  Chemical's  small- 
business  marketing  campaign  featuring  Tom  Seaver,  the 
former  Mets  hurler  who  is  "back  on  the  mound  -  pitching  I 
for  Chemical." 

But  six  to  eight  weeks  after  applying  for  the  loan  --     I 
and  dealing  with  four  bank  representatives  in  three  offices  - 
-  Chemical  told  Mr.  Rivera  that  its  New  York  bank  couldn't 
lend  money  to  a  New  Jersey  company  It  referred  him  to  its  I 
East  Brunswick,  N  J ,  unit 

Infuriated.  Mr  Rivera  moved  his  banking  business  to   i 
a  small  community  bankwhich  hasn't  acted  on  his 
application 
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"We  wasted  weeks  of  Mr  Rivera's  time,  and  we 
apologize  for  that."  says  a  Chemical  spokesman,  adding 
that  Mr  Rivera  should  have  been  referred  to  its  New  Jersev 
bank  immediately  "There's  absolutely  no  excuse  for  what 
happened. " 

Two  years  ago.  banks  were  required  for  the  first  time 
to  include  information  about  business  loans  of  up  to  SI 
million  in  their  June  reports  to  the  Federal  Deposit 
Insurance  Corp  ,  called  federal  call  reports  Banks  that  were 
exaggerating  their  small-business  performance  "saw  the 
federal  call  reports  and  said,   Oops""  says  Tern  Dial,  an 
executive  vice  president  at  Wells  Fargo  i  Co  in  San 
Francisco. 

Citicorp,  for  example,  promotes  its  Xew  York 
subsidiary  as  a  bank  with  "big  ideas  for  small  businesses." 
Yet  in  June  1994,  the  holding  company  had  SI  S  billion  in 
small-business  loans  on  its  books  That's  22%  less  than  the 
S2  3  billion  of  such  loans  3t  First  of  .America  Bank  Corp 
of  Kalamazoo,  Mich.,  which  has  one-fifth  Citicorp's  total 
domestic  assets 

Citicorp  initially  suggested  that  its  numbers  were 
relatively  low  because  most  of  its  small-business  lending 
outside  Xew  York  is  through  thrifts  it  owns  But  regulatory- 
filings  show  even  its  largest  thrift  had  negligible  small- 
business  lending  The  bank  conceded  it  only  recently  began 
focusing  on  the  small-business  market 

Some  big  banks  say  they  couid  do  more  "Our 
approach  to  the  business  hasn't  been  dynamic  enough."  says 
Greg  Rotella.  3  senior  vice  president  at  New  York's  Chase 
Manhattan  Corp  In  mid-1994,  small-business  loans 
accounted  for  less  than  10%  of  its  S9  4  billion  in  domestic 
business  loans 

The  call  report  data  is  disputed  by  some  bankers,  who 
claim  it  understates  their  lending  activity  -  even  though  the 
banks  are  providing  the  numbers  For  example,  Douglas 
Freeman,  head  of  corporate  banking  at  Barr.ert  Banks  Inc 
in  Jacksonville,  Fla.,  says  of  his  bank's  report  "It's  not 
right.  We  have  well  over  SI  billion  in  small-business 
loans  " 

According  to  its  federal  call  reports,  Bamett's  entire 
commercial  banking  operation  made  fewer  small-business 
loans  than  each  of  two  smaller  Florida  units  of  Charlotte, 
X.C  .  banks  Bamett  in  June  1994  had  S505  million  in  such 
loans,  while  First  Union  Corp  's  Jacksonville  subsidiary 
had  S2  4  billion  and  NationsBank  Corp  's  Tampa  bank  had 
SI  1  billion  m  small-business  loans 

Others  have  tried  to  use  the  filings  to  their  advantage. 
This  year,  a  Bank  of  Boston  Corp  promotion,  citing  the 
data,  boasted  that  it  had  made  more  small-business  loans  in 
Massachusetts  than  any  of  its  peers  "Small  business  is  big 
business  at  Bank  of  Boston,"  it  said. 

But  counting  all  small-business  loans,  including  those 
outside  Massachusetts,  Bank  of  Boston  trailed  behind 


some  major  Xew  England  rivals  Small-business  loans  in 
June  1994  accounted  for  13°/o  of  its  domestic  business 
lending  Al  Fleet  Financial  Group  Inc.  in  Providence.  R.I., 
and  Shawmut  National  Corp  in  Hartford,  Conn  ,  such 
loans  made  up  32%  and  26°  o  of  domestic  business  lending, 
respect: 

David  Aloise,  Bank  of  Boston's  director  of  small 
business  banking,  defends  the  promotion.  He  says  small 
business  owners  "want  to  see  a  willingness  to  make  loans," 
and  Bank  of  Boston  is  willing  and  able. 

THE  TRACK  RECORD 
Bank  holding  companies  with  assets  of  more  than 
S20  billion  in  the  domestic  offices  of  their  commercial 
bank  affiliates.  As  of  June  30,  1994. 

Domestic     Small 
Domestic      Small      Business 
Business     Business     Loans 
Loans       Loans       As  %  of 
(S  billions)  (S  billions)  Total  Bank 

Holding  CompanyLocale 
First  of  America  Bank  Corp  .'Kalamazoo,  Mich. 
S4.0S        S2  34        57  3% 

Norwest  Corp  'Minneapolis 

S27         4  23        51  1 

KeyCorp.  Cleveland 

13  60         5  SO        42  6 

Banc  One  Corp.  Columbus,  Ohio 

15.77         615        390 

Boatmen's  Bancshares/St.  Louis 

6  21         2  25        36  2 

Fleet  Financial  Group/Providence,  R  I 
1198         3.81        31  S 

First  Union  Corp  'Charlotte,  X  C 

16  26         5  09        31.3 
First  Bank  System/Minneapolis 

7.11         222        31.2 

SunTrust  Banks.  .Atlanta 

10  99         3.33        30.3 

National  City  Corp  /Cleveland 

9  22         2  71        29  3 


NBD  Bancorp; Detroit 
11  65 


27.6 
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U  S.  Bancorp/Portland,  Ore 

7  29         1  95       26 S 

Shjwmut  National  Corp  "Hartford,  Ccnn. 
6  96         IS:        26  2 

CoreStates  Financial  Corp  /Philadelphia 
S.95        2.30       25  7 

Comenca  Inc. 'Detroit 

11.41         2.S7        25  2 

First  Fidelity  Bancorp*/Newark,  N  J 
S43         2.10        24  9 

First  Interstate  Bancorp/Los  Angeles 
9.23         2  26        24  5 

Wachovia  Corp. /Winston-Salem,  N.C 
9.79         2.21        22  5 

Wells  Fargo  3c  Co.  San  Francisco 

12.41         2.79        22.5 


1962         2  14        109 

Chase  Manhattan  Corp  /New  York 

9  43         0  93         9.S 

.'  lei  Ion  Bank  Corp  Pittsburgh 

9  72         0.S5         SS 

Bamett  Banks  Jacksonville.  Fla. 

632         0.50         74 

Bankers  Trust/New  York 

2  S3         0  05         1.8 

J  F  Morgan/New  York 

3  44         i)  04  1  1 

Note  Small-business  loans  consist  of  commercial 
and  industrial  loans  of  SI  million  or  less  made  to  firms  with 
U  S  addresses  as  well  as  mortgage  loans  of  SI  million  or 
less  backed  by  nonfarm,  nonresidential  properties  Total 
business  loans  remove  the  SI  million  limitation 

*25  4°  o  owned  by  Banco  Santander  SA  of  Spain  as 
of  June  1994. 


National  Westminster  Bank-London 
9.07         2.00        22 


Bank  of  New  York  Co./New  York 

656         1.33        210 


WHO  LENDS  TO  SMALL  BUSLN'ESS? 


Percent  of  all  small-business  loans  bv  size  of  bank 


DOMESTIC  .ASSETS  (in  billions) 


NationsBank  Corp. /Charlotte.  N.C. 

40  60         8.30        20  4 

BankArnerica  Corp/San  Francisco 

23  15         4.60         199 

PNC  Bank  Corp  .Pittsburgh 

13  13         2.51        19  1 

Bank  of  Tokyo/Tokyo 

11  01  1.55        14  1 


Under  51 

47  7° -o 

S1-S4  9 

lS5°o 

S5-S9.9 

13.6°/o 

S10-S19.9 

9.2°/o 

S20-S29  9 

6  3% 

S30i- 

4  7% 

Source.  The  data  for  the  accompanying  articles  and 
tables  were  compiled  by  Edward  P.  Foldessy  from 
computer  tapes  obtained  from  the  federal  banking 
authorities 


Bank  of  Boston  Corp. .Boston 

12.96         1  70        13  1 

First  Chicago  Corp  /Chicago 

9  02         1.06        US 

Citicorp/New  York 

1623         1  S3        113 

Chemical  Banking  Corp  /New  York 


How  Analysis  of  P.eports  By  Banks  Was  Conducted 
To  examine  small-business  lending  patterns,  The 
Wall  Street  Journal  analyzed  the  financial  reports  filed  by 
almost  1 2.000  banks  with  federal  banking  regulators  for  the 
1 994  second  quarter 

Banks  are  required  to  disclose  in  their  June  call 
reports  the  amount  arid  number  of  commercial  and 
industrial  loans  of  SI  million  or  less,  as  well  as  mortgage 
loan-;  of  that  amount  backed  by  nonfarm.  nonresidential 
properties  The  Journal  study  calculated  the  total  amounts 
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Smaller  banks 
squaring  off 
against  giants 

Oppose  rule  letting  big  rivals 
take  larger  market  share 


By  Alex  Pham 

GLODE  STAFF 


Faced  with  the  prospect  of  three  banks 
controlling  close  to  50j>ercent  of  all  depos- 
its in  Massachusetts,  some  little  banks  have 
decided  to  fight  back. 

A  group  of  the  state's  smallest  banks 
have  banded  together  to  oppose  a  provision 
in  a  state  bill  that  would  raise  the  maximum 
allowable  percentage  of  deposits  controlled 
by  one  bank  from  25  percent  to  30  percent. 

The  issue,  introduced  in  a  larger  inter- 
state banking  bill  sponsored  by  Rep.  Salva- 
tore  DiMasi  (D-Boston)  and  Rep.  Philip 
Travis  (D-Rehoboth),  has  pitted  small,  com- 
munity banks  against  the  larger  institutions 
at  a  time  when  the_big  banks  sfon  to  be 

getting  bigger  by  the  month  as  the  industry 
continues  to  merge.  The  bill  has  passed  the 
Senate  and  awaits  review  by  the  House 
Ways  and  Means  Committee. 

In  Massachusetts,  the  rash  of  mergers 
will  soon  leave  three  banks  in  control  of 
nearly  50  percent  of  the  state's  deposits. 
Bank  of  Boston,  which  is  merging  with  Bay- 
Bank  Inc.,  will  wind  up  with  26  percent  of 

all  deposits  in  the  state.  Fleet  Finan- 
cial Group  controlled  more  than  14 
percent  of  deposits  after  its  merger 
with  Shawmut  National  Corp.  in  No-  . 
vember,  according  to  Advest  Inc.  in 
Boston. 

Afraid  of  being  wiped  out,  small  ; 
banks  represented  by  the  Communi- 
ty Bank  League  of  Massachusetts 
say  that  allowing  a  single  bank  to 
snare  30  percent  of  the  state's  de- 
posits will  choke  competition,  reduce 
community  access  to  small  business 
loans  and  touch  off  another  round  of 
mergers  and  layoffs. 


Bankers  represented  by  the 
Massachusetts  Bankers  Association, 
including  Fleet  and  Bank  of  Boston, 
say  the  provision  simply  puts  the 
commonwealth  in  line  with  28  other 
states,  including  New  York,  Con- 
necticut and  Maine.  The  30  percent 
cap  is  also  recommended  by  federal 
interstate  banking  guidelines  issued 
in  1994,  legislators  said. 

"The  issue  is  whether  Massachu- 
setts wants  to  remain  a  host  state  for 
the  headquarters  of  major  banks," 
said  Richard  Diiscoll,  president  of 
the  Massachusetts  Bankers.  "I'm 
talking  about-keeping  the  Bank  of 
Bostons  and  the  Fleets  here  in  the 
state.  We  want  banks  here  with  the 
capacity  to  make  the  larger  loans. 
We  don't  want  businesses  to  have  to 
rely  on  New  York  City  or  Chicago. 
Do  it  here." 

Community  bankers  see  it  differ- 
ently. 

"If  two  banks  can  control  60 
percent  of  the  deposits  in  our  state, 
that  sets  up  the  groundwork  for 
predatory  pricing,"  said  Paul  C. 
Green,  president  of  the  Massachu- 
setts Cooperative  Bank  in  Dorches- 
ter, a  $35-million  institution. 

Donald  S.  Glass,  president  of  the 
Community  Bank  League,  said: 
"Our  institutions  make  loans  to  peo-  1 
pie  that  don't  fit  into  the  mold  -  that  | 
bigger  banks  can't  accommodate.  If  | 
we're  not  there,  who's  going  to  make 
these  loans?"  | 

Driscoll  dismissed  the  notion  that  . 
two  or  three  banks  can  set  prices  i 
and  choke  off  small  rivals. 

"There's  plenty  of  competition," 
Driscoll  said.  'There  are  more  than 
260  banks  in  Massachusetts.  So- 
called  nonbanks  also  draw  deposits. 
Fidelity  takes  deposits.  Credit 
unions  take  deposits.  There  ain't  no  j 
choking  going  on  here." 

Driscoll  points  out  that  cooperat-  i 
ive  banks  in  the  state,  which  tend  to  , 
be  smaller  banks,  actually  increased 
their  market  share  from  22  to  25 
percent  in  the  last  five  years.  In  ad- 
dition, there  are  already  stringent 
state  and  federal  laws  in  place  to  ; 
prevent  market  domination. 

Indeed,  bank  specialists  say  that 
community  banks  will  always  be 
around  as  long  as  there  are  consum- 
er who  value  personalized  service. 
"There  will  always  be  room  for 


the  small,  well-run  community 
bank,"  said  James  Moynihan,  senior 
vice  president  of  Advest  Inc.  "This  is 
a  wonderful  opportunity  for  small 
banks  to  capture  the  small  business- 
man who'd  rather  walk  into  his 
banker's  office  and  get  a  loan  with  a 
handshake.  Size  can  give  you  access 
to  better  technology,  but  it  doesn't 
necessarily  give  you  better  service." 

Lennart  B.  Piahn  Jr.,  president 
of  the  106-year-old  Roxbury  High- 
land Bank  says  his  institution  has 
survived  the  onslaught  of  mega- 
banks  by  getting  to  know  customers 
by  their  first  names.  . ; 

"It  all  comes  down  to  service," 
Plahn  said.  "You're  not  a  number 
here,  and  you're  not  guided  into 
these  ropes  like  cattle.  You  can  come 
here  and  sit  down  with  the  president 
of  the  bank,  if  you  want  to."     ; 

Still,  Plahn  and  others  fear  the 
30-percent  rule  would  leave  fewer 
deposits  available  to  smaller  banks. 

"The  issue  is:  When  is  enough 
enough?"  said  Glass.  "Megabanks 
deal  in  commodities,  not  communi- 
ties." > 
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Smaller  banks  squaring  off 
against  giants 

Oppose  rule  letting  big  rivals 
take  larger  market  snare 


Bank  deposits 

Massachusetts  total  as  of  Sept.  30,  96.  By  bank 


BayBank* 
$10.6b 

Shawmut 
$8.0b 

Fleet  _ ., 
$7.5b 


Bank  of  Boston 
$15.8  billion 


Citizens 
$3.4b 


*Bank  of  Boston  and  BayBank  have  since  increased 
their  combined  market  share  to  26  percent. 
SOURCE:  Advest,  inc. 
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Small  Business  Credit  Availability:  How  Important  Is  Size  of 
Lender? 

With  the  recent  adoption  of  interstate  branching  and  new 
legislative  initiatives  to  relax  Glass-Steagall  restrictions,  the 
movement  towards  nationwide  banking  should  accelerate  the  ongoing 
consolidation  in  the  banking  industry.   The  regional  shocks  that 
have  caused  financial  distress  in  the  banking  industry  since  the 
early  1980s  have  highlighted  the  costs  associated  with  bank 
specialization  by  region  and  product.   In  those  regions  that  have 
faced  adverse  shocks,  significant  attention  has  been  given  to 
credit  availability  issues,  particularly  to  small  firms  that  tend 
to  be  bank -dependent  borrowers.   While  banks  and  consumers  may 
benefit  from  eliminating  restrictions  on  product  lines  offered  by 
banks,  the  primary  benefit  to  the  macroeconomy  will  be  the 
amelioration  of  the  local  effects  on  credit  availability  of 
regional  or  sector- specif ic  shocks  to  bank  capital,  as  bank 
consolidation  leads  to  increased  geographic  and  product 
diversification  by  banks. 

However,  the  increased  concentration  of  banking  assets  could 
also  introduce  potential  problems  for  the  longer  term.   An  area 
of  particular  concern  is  the  effect  on  the  availability  of  loans 
to  small  businesses.   Small  business  borrowers  traditionally  have 
relied  on  banks  to  satisfy  their  credit  needs.   While  large 
borrowers  increasingly  gain  direct  access  to  national  credit 
markets  by  issuing  commercial  paper  and  bonds,  small  business 
borrowers  continue  to  be  bank  dependent.   Thus,  these  borrowers 
are  particularly  sensitive  to  changes  in  bank  regulation  or  in 
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the  structure  of  the  banking  industry. 

Moreover,  small  businesses  traditionally  have  relied  on 
small  banks  to  provide  a  significant  amount  of  their  financing. 
Banks  are  required  to  limit  their  exposure  to  any  one  borrower  to 
no  more  than  15  percent  of  their  equity,  and  many  choose  a  much 
smaller  threshold.   This  limit  on  borrower  concentration  has  the 
effect  of  restricting  business  lending  by  small  banks  primarily 
to  small  business  loans.   As  the  banking  sector  consolidates 
through  purchases  of  many  of  the  smaller  banks,  the  impact  of  the 
limitations  on  borrower  concentration,  which  have  guaranteed  that 
a  subset  of  banks  would  specialize  in  small  business  loans,  will 
be  mitigated.   As  larger  banks  that  are  not  constrained  by 
borrower  concentration  lending  limits  purchase  email  and  medium- 
Sized  banks  with  large  portfolio  shares  of  small  business  loans, 
the  availability  of  small  business  loans  may  become  an  important 
public  policy  issue. 

The  extent  to  which  large  acquiring  banks  retain  these 
portfolios  of  small  loans  will  be  affected  by  the  motivation  for 
the  acquisition.   Are  the  acquiring  banks  most  interested  in  low- 
cost  core  deposits,  an  increased  market  share,  a  more  balanced 
geographic  coverage  of  the  franchise,  or  expertise  in  particular 
lines  of  business,  including  the  accumulated  stock  of  private 
information  about  small  loan  customers  at  these  small  banks? 
That  is,  are  acquirers  after  the  asset  side  or  the  liability  side 
of  the  acquired  bank's  balance  sheet,  and  if  the  former,  the 
wholesale  or  retail  lines? 
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Since  small  business  lenders  have  accumulated  a  stock  of 
private  information  about  their  small  business  customers,  small 
business  lending  could  be  a  profitable  line  of  business  for  an 
acquiring  bank,  even  if  it  is  not  currently  an  area  of  emphasis. 
If  this  is  so,  we  may  have  little  to  fear  regarding  reduced 
credit  availability  to  small  businesses.   However,  if  the 
information  is  not  easily  transferred,  or  if  small  business  loans 
are  uneconomical  given  the  overhead  costs  of  many  larger 
institutions,  over  time  the  acquirer  may  jettison  this  acquired 
line  of  business.   It  remains  an  open  question  how  readily  other 
existing  banks  or  de  novo  banks  would  fill  the  consequent  void. 

The  50  largest  lenders  to  small  businesses  currently  account 
for  approximately  20  percent  of  the  small  business  loan  market 
nationwide.   While  the  list  includes  a  number  of  the  largest 
banks  in  the  country,  it  is  dominated  by  the  superregionals . 
Since  these  banks  have  been  involved  in  a  large  number  of  recent 
acquisitions  of  small  banks,  it  is  not  yet  clear  whether  their 
apparent  emphasis  on  small  business  lending  is  simply  an  artifact 
of  the  recent  acquisitions  that  have  not  yet  been  digested  or, 
instead,  reflects  a  commitment  to  a  longer-term  business  strategy 
that  includes  this  as  a  major  line  of  business.   Because  the 
largest  bank  holding  companies  are  likely  to  expand  their  already 
large  share  of  this  business  as  a  result  of  additional 
acquisitions  of  small  and  medium-sized  banking  organizations,  it 
will  be  important  to  monitor  how  consolidation  affects  small 
business  lending. 
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This  paper  examines  the  significance  of  consolidation  in  the 
banking  industry  for  the  availability  of  small  business  credit. 
Using  a  cross -section  data  set  of  New  England  banks  that  includes 
the  structure  changes  that  have  occurred  in  that  market  and  a 
newly  available  survey  of  bank  lending  to  small  business,  wg 
examine  how  the  small  business  lending  market  has  been  altered  by 
bank  acquisitions.   The  first  section  will  examine  who  lends  to 
small  businesses  nacionwide.   While  small  banks  do  lend  primarily 
to  small  businesses,  large  banks  account  for  a  surprisingly  large 
share  of  small  business  lending.   The  second  section  discusses 
the  benefits  of  having  large,  nationwide  lenders.   In  particular, 
we  emphasize  how  increased  geographic  diversification  by  banks 
can  reduce  the  costs  to  loan  customers  of  the  sharply  reduced 
credit  availability  associated  with  adverse  regional  or  local 
shocks  to  bank  capital.   The  third  section  examines  the  potential 
problems  associated  with  small  banks  being  acquired  by  larger 
entities  that  may  have  little  interest  in  continuing  historical 
lending  relationships.   Frequently,  small  business  loans  decrease 
both  after  the  announcement  of  an  acquisition  and  after  the 
acquisition  is  consummated.   The  final  section  provides  some 
concluding  remarks  on  how  bank  consolidation  may  affect  small 
business  lending. 

I.  Overview  of  the  Small  Business  Lending  Market 

Despite  the  importance  of  the  small  business  lending  market 
to  banks  and  borrowers  alike,  few  data  about  these  loans  were 
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available  in  the  pasc.   Recently,  however,  the  Congress  has  been 
concerned  about  the  effect  of  credit  contractions  on  small 
business.   As  a  result,  federal  bank  regulators  now  are  required 
to  collect  information  annually  on  small  business  loans, 
beginning  with  the  second-quarter  1993  bank  call  reports.   Banks 
are  asked  for  data  on  two  types  of  business  loans- -nonf arm, 
nonresidential  loans  and  commercial  and  industrial  loans --in 
three  size  categories:  loans  less  than  $100,000,  less  than 
$250,000,  and  less  than  $1  million.   While  this  information  is 
quite  informative  about  the  pattern  of  small  business  lending,  it 
must  be  interpreted  with  caution.   First,  the  size  of  the  loan, 
rather  than  the  size  of  the  business  borrower,  is  used  to  define 
"small  business  lending."   Second,  because  it  is  a  new  survey,  it 
is  likely  that  numerous  reporting  errors  may  have  been  made  by 
banks,  in  some  instances  the  result  of  a  misinterpretation  of  the 
question. 

Size  of  business  rather  than  size  of  loan  is  obviously  a 
preferred  measure.   Presumably  this  question  was  asked  in  terms 
of  size  of  loan  for  call  report  purposes  to  minimize  the  cost  to 
banks  of  complying  with  the  question,  since  loan  size  would  be 
readily  available,  but  size  of  business  would  require  examining 
each  loan  file.   Scanlon  (1981)  found  that  loan  size  did  serve  as 
a  good  proxy  for  borrower  size  for  very  large  loans  and  for  very 
small  loans,  but  less  so  for  the  middle  range.   One  might  be 
concerned  that  when  large  firms  make  a  partial  takedown  of  a  loan 
commitment  or  draw  on  a  large  credit  line,  it  would  be  counted  as 
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a  small  loan.   However,  this  survey  asks  questions  in  terms  of 
"original  amounts"  of  loans,  carefully  defined  to  ascertain  the 
size  of  the  total  credit  granted  to  the  firm  rather  than  a 
particular  bank's  share  of  a  participated  or  syndicated  credit, 
or  the  9ize  of  a  particular  draw  against  a  line  of  credit  or 
commitment.1 

Because  this  is  a  new  survey,  bank  answers  may  have  suffered 
from  being  on  the  early  portion  of  a  learning  curve.   In  fact, 
Berger  and  Udell  (1995)  find  inconsistencies  between  the  small 
business  survey  data  on  the  call  report  and  the  Survey  of  Terms 
of  Bank  Lending  data.   In  particular,  they  find  that  banks 
answering  the  question  as  to  whether  all  or  substantially  all  of 
their  nonfarm,  nonresidential  real  estate  loans  and  commercial 
and  industrial  loans  had  original  amounts  of  $100,000  or  leas  may 
have  answered  in  terms  of  number  of  loans  rather  than  volume  of 
loans,  as  intended.   However,  this  explanation  accounts  for  only 
a  portion  of  the  general  underreporting  of  original  amounts  found 
by  Berger  and  Udell  (1995)  .   Furthermore,  the  underreporting  is 
much  more  important  for  the  smaller  loan  sizes.   For  our  study, 
we  have  minimized  the  problems  by  using  the  $1  million  or  less 
loan  category  as  our  definition  of  small  business  loans;  we  have 
also  carefully  scrutinized  the  small  loan  data  for  New  England, 
identifying  what  appeared  to  be  egregious  errors  and  following  up 
with  a  phone  call  to  the  bank  for  an  explanation  or  correction. 
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The  Importance  of  Small  Business  Lending  to  Banks,  by  Size  of 
Bank 

The  upper  panel  of  Table  1  shows  small  business  loans  as  a 
share  of  total  business  loans  outstanding  at  all  FDIC- insured 
banks  in  the  United  States,  ordered  by  bank  asset  size  as  of  June 
30,  1994.   Not  surprisingly,  loans  to  small  businesses  account 
for  most  business  lending  by  small  banks.   Banks  are  required  to 
limit  their  exposure  to  any  one  borrower  to  no  more  than  IS 
percent  of  their  equity,  and  frequently  they  impose  even  lower 
internal  limits.   This  limit  on  borrower  concentration  has  the 
effect  of  restricting  small  banks  primarily  to  small  loans. 

Perhaps  more  surprising  is  the  proportion  of  small  business 
loans  held  by  the  larger  banks.   For  banks  with  assets  of  between 
$1  billion  and  $5  billion,  small  business  loans  (loans  under  SI 
million)  make  up  43  percent  of  their  nonfarm,  nonresidential 
loans  and  37  percent  of  their  commercial  and  industrial  (C&I) 
loans.   Only  at  the  largest  banks,  those  with  assets  of  over  $5 
billion,  does  the  share  of  these  small  business  loans  drop  below 
one- third,  accounting  for  only  32  percent  of  nonfarm, 
nonresidential  loans  and  17  percent  of  C&I  loans.   However,  this 
difference  in  the  shares  of  small  business  loans  held  by  large 
compared  to  small  and  mid-sized  banks  may  change  in  the  next  few 
years,  as  the  largest  banks  continue  to  acquire  small  and  medium- 
sized  banks . 
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Market  Shares  of  Buaineas  Loana ,  by  Size  of  Bank 

The  lower  panel  of  Table  1  showg  the  1994:11  distribution  of 
small  business  loans  among  FDIC- insured  banks,  grouped  by  Che 
size  of  Che  bank.   Mid-sized  banks  continue  Co  hold  large  shares 
of  Cotal  outstanding  bank  loans  to  small  businesses.   Bank  asset 
size  caCegories  from  $300  million  co  $1  billion  and  $1  billion  to 
$5  billion  each  account  for  approximately  16  percenC  of  the 
market . 

While  small  loans  do  not  constitute  a  particularly  large 
part  of  the  portfolios  of  the  largest  banks,  a  large  bank's  share 
of  CoCal  loans  to  small  businesses  can  be  relatively  large 
because  of  Che  size  of  the  overall  inscicucion.   Banks  wich 
assecs  over  $5  billion  hold  29  percenc  of  all  small  business 
loans  held  by  banks.   This  is  a  signif icanCly  smaller  markec 
share  than  cheir  holdings  of  Cocal  business  loans,  buc  still  a 
major  market  share,  given  that  loans  to  small  business  make  up 
only  22  percent  of  total  business  loans  held  by  the  largest 
banks . 

The  Largest  Small  Business  Lenders 

Table  2  lists  Che  top  25  small  business  lenders  in  Che 
country,  which  include  four  of  the  ten  largest  banks  in  Che 
counCry  based  on  Cocal  assets.   These  four  banks  account  for  7.1 
percent  of  all  business  loans,  but  only  2.5  percent  of  all  small 
business  loans. 

This  group  of  25  banks  is  somewhat  heterogeneous.   While  a 
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bank  must  be  large  Co  qualify  for  this  list  (all  are  included  in 
the  top  86  banks  in  the  country  baaed  on  assets) ,  size  alone  is 
not  sufficient.   Among  the  large  money  center  banks  located  in 
New  York  and  Chicago,  only  Citibank,  the  largest  bank  in  the 
country,  is  included.   Nor  is  a  focus  on  small  business  lending 
sufficient,  for  the  small  business  share  of  business  loans  of 
banks  on  this  list  ranges  from  54.4  percent  down  to  as  little  as 
7.5  percent.   Still,  half  the  banks  on  the  list  are  also  in  the 
top  25  banks  by  asset  size,  and  half  have  small  business  loan 
shares  in  excess  of  25  percent. 

Many  of  the  largest  small  business  lenders  are 
superregionals .   Five  Nationsbank  subsidiaries  and  two  Key  Bank 
subsidiaries  are  included  in  the  top  25.   Many  of  the  large 
superregionals  have  grown  rapidly  over  the  past  10  years,  as  they 
acquired  smaller  banks  following  regional  compacts  that  relaxed 
restrictions  on  interstate  banking.   While  the  acquisition  of 
small  banks  that  focus  on  small  business  loans  may  have  accounted 
for  their  status  as  major  small  business  lenders,  it  remains  to 
be  seen  whether  this  concentration  in  small  business  loans  will 
be  retained  as  these  banks  continue  to  grow. 

While  some  holding  companies  appear  to  have  a  corporate 
strategy  that  focuses  on  small  business  lending,  many  of  the 
other  major  lenders  to  small  business  are  less  clearly  targeting 
small  business  lending.   For  example,  the  Key  Banks  have  focused 
on  small  business  lending,  with  the  two  subsidiaries  in  the  top 
25  small  business  lenders  each  having  more  than  40  percent  of  its 
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buainesa  loans  of  a  size  below  $1  million.   In  contrast,  among 
the  Nationsbank  subsidiaries,  the  percentage  of  small  business 
loans  to  total  business  loans  ranges  from  10.8  percent  in  Texas 
to  44.5  percent  in  South  Carolina. 

II.  Potential  Benefits  of  Large  Lenders:   Diversification  across 
Regions  and  Products 

To  examine  the  potential  benefits  and  costs  of  universal 
banking,  we  focus  on  the  recent  experience  of  banks  in  New 
England  for  a  number  of  reasons.   First,  the  region  has  recently 
experienced  significant  problems  with  credit  availability  to 
small  businesses.   Thus,  the  lack  of  large,  well-diversified 
national  lenders  insulated  from  regional  economic  downturns  is 
moat  starkly  apparent  in  this  region.   Second,  we  have  a 
comprehensive  bank  structure  file  for  this  region,  enabling  us  to 
identify  mergers,  failures,  and  asset  transfers  at  these  banks. 
Third,  New  England  has  experienced  significant  consolidation  and 
de  novo  entry,  making  it  an  ideal  region  in  which  to  examine  the 
effects  of  consolidation  and  new  entry  on  small  business  lending. 

The  upper  panel  of  Table  3  shows  small  business  loans  as  a 
share  of  total  business  loans  outstanding  at  all  PDIC- insured 
banks  in  New  England,  ordered  by  bank  asset  size  as  of  June  30, 
1994.   The  share  of  small  business  loans  (less  than  $1  million) 
relative  to  total  business  loans  is  similar  to  that  of  the  United 
States,  as  shown  in  Table  1.   However,  the  shares  for  smaller 
loan  sizes,  particularly  at  the  smaller  banks,  do  show  larger 
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differences  compared  Co  the  nationwide  sample.   In  the  bottom 
panel,  the  shares  of  small  business  loans  held  by  New  England 
banks  compared  to  the  national  sample  again  differ  more  the 
smaller  the  bank  size  class  and  Che  smaller  the  size  of  loan. 
However,  for  loans  of  less  than  $1  million,  the  primary 
difference  is  that  New  England  banks  with  less  than  $100  million 
in  assets  hold  a  share  that  is  substantially  lower  than  that  for 
banks  nationwide,  17  percenc  nacionwide  buc  only  7  percenc  in  New 
England,  with  the  offsec  appearing  in  the  $300  million  to  $5 
billion  bank  asset  classes. 

Ameliorating  the  Consequences  of  Regional  Capital  Shocks 

One  of  the  major  benefits  of  having  large,  well-diversified 
lenders  is  that  bank  capital  shocks  will  be  ameliorated.   The 
costs  of  having  geographically  specialized  lenders  have  been  made 
particularly  clear  by  the  recent  experience  in  New  England. 
Figure  1  shows  aggregate  capital  - to-assec  ratios  for  commercial 
banks  in  New  England  and  the  United  States  from  i960: IV  through 
1994:11,  with  shading  indicating  recession  periods.2   From  1960 
to  Che  mid  1970s,  bank  capital  ratios  declined  steadily,  showing 
relatively  little  sensitivity  to  recession  periods.   Both  series 
temporarily  rebounded  in  1975  and  1976.   The  national  series  then 
rose  gradually  throughout  the  1980s  and  at  an  accelerated  pace  in 
the  early  1990s.   In  New  England,  however,  the  decline  continued 
until  1983,  when  the  ratio  began  to  rise.   This  rise  was  then 
interrupted  by  a  dramatic,  buC  Cemporary,  decline  in  1989  and 
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1990,  followed  by  a  sharp  rise  in  the  early  1990s. 

Figure  1  also  shows  that  the  overall  decline  in  bank  capital 
ratios  was  greater  in  New  England  than  in  the  rest  of  the 
country.   And,  unlike  the  national  trend,  a  final  sharp  decline 
preceded  the  most  recent  recession.   Not  only  was  the  overall 
decline  sharper  in  New  England,  but  the  subsequent  recovery 
appears  more  dramatic.   In  fact,  the  particularly  sharp  initial 
rise  in  the  capital  ratio  in  New  England  was  accomplished  in 
large  part  through  reductions  in  assets.   Had  large  nationwide 
banks  been  active  in  New  England,  the  repercussions  of  the  loss 
in  bank  capital  in  the  region  would  have  been  significantly 
ameliorated.   Thus,  one  of  the  major  features  of  large  nationwide 
lenders,  diversification  across  regions  and  products,  should  act 
to  ensure  that  regional  recessions  no  longer  affect  such 
institutions  to  the  same  degree,  significantly  softening  the 
regional  effects  on  loan  supply  of  a  shock  to  bank  capital  in 
that  particular  region. 

The  extent  of  the  recent  reduction  in  credit  availability  as 
a  result  of  loan  supply  shocks  has  been  documented  in  two  studies 
by  Peek  and  Rosengren  (1995a,  1995b) .   The  first  study  (1995a) 
finds  that  large  New  England  banks  shrank  as  a  result  of  formal 
regulatory  actions,  with  the  shrinkage  generally  occurring  in 
loans  rather  than  securities  holdings.   The  second  study  expands 
the  analysis  to  include  an  explicit  test  that  is  able  to  identify 
a  regulatory- induced  constraint  on  bank  loan  supply,  unlike 
recent  credit  crunch  studies  that  rely  on  bank  capital-to-asset 
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ratios  to  proxy  for  supply  constraints,  which  have  difficulty 
disentangling  the  loan  supply  and  loan  demand  components  of  the 
observed  reduction  in  loans. 

The  evidence  surrounding  this  regulatory- induced  event  is 
inconsistent  with  the  hypothesis  that  regulatory  actions  serve  as 
a  proxy  for  loan  demand  shocks.   In  the  quarters  immediately 
prior  to  a  regulatory  action,  loans  were  increasing.   Then,  in 
the  precise  quarter  of  the  regulatory  action,  loans  decreased 
abruptly  and  then  continued  to  decrease.   These  regulatory 
actions  occurred  at  individual  institutions  at  different  times 
over  the  entire  sample  period.   Their  effects  were  found  to  be 
significant,  even  though  the  estimated  equation  included  a 
variety  of  other  variables  to  proxy  for  loan  demand  shocks, 
including  variables  to  capture  portfolio  concentrations  of  the 
individual  banks  and  over  100  time  and  location  dummy  variables. 
In  addition,  these  loan  supply  constraints  were  found  to  be 
particularly  important  at  small  banks  and  in  lending  categories 
likely  to  be  dominated  by  borrowers  dependent  on  bank  financing. 

To  determine  the  magnitude  of  the  effect  of  formal  actions 
on  this  study's  sample  of  all  New  England  banks,  the  following 
regression  taken  from  Peek  and  Rosengren  (1995b)  was  reestimated: 

±Hhl   3  ■1*{«1*«,^ijMi,e*«4^£i{l-Mi>e)*pxi,M+€i.e  (1) 

"i.e-i  ^i.t-l  "l,c-i 

The  dependent  variable  is  the  change  in  total  loans  of  bank  i 
scaled  by  total  assets  of  bank  i.   The  equation  includes  a  dummy 
variable  for  formal  actions  (FA)  with  a  value  of  one  for  any 


129 


quarter  the  bank  is  under  a  formal  regulacory  action  and  zero 
otherwise . 

Because  formal  actions  specify  a  leverage  ratio,  usually  6 
percent,  that  the  bank  is  legally  required  to  achieve,  the  most 
poorly  capitalized  banks  have  the  greatest  incentive  to  shrink. 
Thus,  the  magnitude  of  the  effect  of  formal  actions  on  the  change 
in  loans  may  differ  across  banks,  in  particular  because  it  is 
related  to  a  bank's  beginning-of -period  (end-of -previous-period) 
leverage  ratio.   Consequently,  the  coefficient  on  FA  has  been 
specified  to  be  a  function  of  the  leverage  ratio,  with  a3 
predicted  to  be  positive.   We  also  have  included  the  leverage 
ratio  for  banks  not  under  a  formal  action  as  an  argument  in  the 
equation  to  allow  for  the  possibility  that  a  bank  would  respond 
by  voluntarily  rebuilding  its  capital  ratio  even  in  the  absence 
of  a  formal  action.   That  is,  this  specification  allows  one  to 
distinguish  between  bank  responses  that  are  voluntary  and  those  » 
that  are  imposed  by  regulators.   We  anticipate  that  being  below 
minimum  capital  requirements  may  not  in  itself  generate  a  bank 
response  to  restore  its  capital  position  in  the  absence  of  formal 
regulatory  actions,  implying  that  a3   >   c*k  . 

While  many  of  the  differences  across  banks  in  the  demand  for 
loans  will  be  ameliorated  by  concentrating  on  banks  in  one 
geographic  region,  this  study  also  includes  a  series  of 
classification  variables  intended  to  control  for  any  remaining 
differences  in  loan  demand  shocks  arising  from  a  bank's  size,  its 
specialization  in  particular  types  of  lending  activities,  volume 
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of  troubled  loans,  and  bank  charter  type,  as  well  as  a  set  of 
dummy  variables  for  each  of  the  six  New  England  states  interacted 
with  a  set  of  quarterly  time  dummy  variables,  one  for  each 
quarter  in  the  sample.   The  estimation  technique  is  a  variance 
components  model.   For  a  more  detailed  description  of  the 
estimation  technique  and  variables,  see  Peek  and  Rosengren 
(1995b) . 

Using  estimates  of  equation  l  for  total  loans  on  the  sample 
of  FDIC- insured  New  England  commercial  and  savings  banks,  it  is 
possible  to  calculate  the  total  effect  of  the  formal  actions  on 
bank  lending.   Because  leverage  ratios  with  and  without  formal 
actions  have  different  estimated  impacts,  the  effect  of  the 
leverage  ratio  also  must  be  incorporated  in  order  to  calculate 
the  net  impact  of  formal  actions  on  loan  shrinkage.   That  is,  it 
is  necessary  to  calculate  the  magnitude  of  the  effect  over  and 
above  what  would  have  occurred  because  of  low  leverage  ratios  in 
the  absence  of  formal  actions.   The  total  effect  of  formal 
actions  is  thus  calculated  as  az   +    (a3    -    or,)  *K/A  (here,  the 
calculation  is  -1.33  +  (.16  -  .03)*K/A)  summed  over  all  banks 
under  formal  actions. 

Figure  2  shows  the  path  of  actual  bank  loans  in  New  England 
during  the  1989:11  to  1994:11  period,  compared  to  this  study's 
estimate  of  the  magnitude  of  bank  loans  in  the  absence  of  formal 
actions.   The  latter  path  is  derived  by  adding  to  actual  loans 
this  study's  measure  of  the  reduction  in  bank  loans  attributable 
to  formal  actions.   The  figure  shows  that  from  the  peak  in 
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1989:111  to  Che  trough  in  1993:1,  loans  held  by  New  England  banks 
dropped  by  30  percent.   Of  that  $55  billion  decline  in  bank 
loans,  18  percent  can  be  attributed  to  formal  actions.   The 
magnitude  of  the  decline  that  can  be  attributed  to  formal  actions 
indicates  that  these  regulatory  actions  may  have  been  an 
important  contributor  to  the  credit  crunch  that  occurred  in  New 
England  during  this  period. 

If  New  England  had  had  banking  institutions  that  were 
diversified  across  regions  and  products,  the  credit  availability 
problems  would  have  been  significantly  diminished.   Capital  for 
banks  in  the  region  would  not  have  been  as  dependent  on  the  local 
economy,  and  many  banks  would  have  been  in  a  position  to  fill  the 
voids  created  as  some  of  the  less  diversified  banks  were  forced 
to  shrink. 

III.  Potential  Costs  of  Universal  Banking 

While  many  large  banking  institutions  have  chosen  to  focus 
on  small  business  lending,  it  remains  an  open  question  whether 
large  banks  will  find  small  business  lending  profitable  in  the 
long  run.   Evidence  from  acquisitions  in  New  England  indicates 
that  small  business  lending  portfolios  frequently  are  not 
retained  by  large  banks  that  acquire  smaller  banks.   Large  banks 
have  been  less  aggressive  in  attracting  small  business  loans,  and 
when  they  acquire  email  banks  with  large  shares  of  small  business 
loans,  these  loans  generally  decline. 
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Small  Business  Lending  in  New  England 

Table  4  shows  the  changes  in  small  business  loans  for  FDIC- 
insured  banks  in  New  England  that  were  neither  an  acquirer  nor  a 
target  of  an  acquisition  from  1993:11  to  1994:11  and  neither 
purchased  nor  sold  branches  during  this  period.   For  each  bank 
asset  size  category,  we  include  the  mean  share  of  small  business 
loans  relative  to  total  assets  in  1993:11  (Share93) ,  the  mean 
share  of  small  business  loans  relative  to  total  assets  in  1994:11 
(Share94) ,  the  change  over  the  year  in  the  mean  share  of  small 
business  loans  relative  to  total  assets  (CHShare) ,  the  mean  of 
the  change  in  small  business  loans  divided  by  assets 
(CHSmallbus/Assets) ,  and  the  percentage  change  in  total  bank 
assets  (CHAssets/Assets) . 

For  this  sample  of  banks  unaffected  by  acquisitions  during 
this  one-year  window,  small  business  loans  increased  at  the 
smallest  institutions  and  decreased  at  the  largest  institutions. 
While  small  business  loans  increased  at  banks  with  assets  under 
$300  million,  the  mean  share  relative  to  assets  at  these  banks 
declined  somewhat,  reflecting  even  faster  growth  of  total  assets. 

However,  in  each  of  the  three  largest  size  categories,  small 
business  loans  decreased,  both  absolutely  and  as  a  share  of  total 
assets.   In  the  case  of  the  five  banks  with  assets  above  $3 
billion,  holdings  of  small  business  loans  decreased  despite  a  15 
percent  increase  in  total  assets.   Thus,  the  smallest  banks  that 
focus  on  small  business  lending  showed  increases  in  small 
business  loans,  while  the  larger  banks,  some  of  which  expanded 
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quite  rapidly,  contracted  their  lending  to  small  business 
customers. 

Acquisitions  and  Small  Business  Lending 

Table  5  provides  information  on  the  set  of  FDIC- insured  New 
England  banks  that  acquired  other  FDIC- insured  institutions 
during  the  1993:11-1994:11  period,  ordered  by  their  beginning-of - 
period  assets.3  To  compare  shares  of  small  business  loans  at  the 
beginning  and  end  of  the  period,  it  is  necessary  to  adjust  the 
surviving  institutions  for  acquisitions  that  occurred  between 
1993:11  and  1994:11.   To  make  the  data  comparable,  we  force 
merged  the  institutions  so  that  any  bank  acquired  during  the 
window  is  treated  as  if  the  acquisition  were  consummated  in 
1993:11.   In  this  way,  we  are  able  to  compare  data  for  the  same 
"institution"  across  time.   For  example,  to  compare  the  small 
business  loan  shares  at  a  given  bank,  we  would  compare  Merged 
Share94  with  Merged  Share93,  not  with  the  premerger  Share93. 
Thus,  all  changes  are  calculated  with  the  forced-merged  data. 
However,  Share93  does  provide  useful  information  by  serving  as  a 
premerger  benchmark  for  the  small  business  loan  share  of  assets 
at  the  acquiring  bank.   This  can  be  interpreted  as  an  indicator 
of  the  longer- run  desired  share  to  which  the  bank  may  return 
after  digesting  new  acquisitions. 

We  also  highlight  several  factors  that  would  influence  the 
merged  shares.   Three  institutions  acquired  branches  or  non-bank 
subsidiaries  during  this  period.   However,  because  of  data 
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limitations  these  asset  acquisitions  could  not  be  incorporated 
into  the  forced-merger  procedure.   Formal  regulatory  actions  are 
also  highlighted  Cor  the  reason  described  earlier:   Formal 
actions  tend  to  retard  the  overall  growth  of  institutions.   The 
termination  of  a  formal  action  is  noted  as  well,  because  its 
removal  may  eliminate  a  supply  constraint  on  that  bank's  lending. 
We  also  note  acquisitions  that  occurred  in  1992  or  the  first  half 
of  1993,  because  the  bank  may  still  be  digesting  the  earlier 
acquisition (s) ,  affecting  the  ability  of  the  (premerger)  Share93 
variable  to  serve  as  an  accurate  benchmark.   For  example,  if  an 
acquiring  bank  had  not  yet  fully  readjusted  its  loan  portfolio 
from  a  recent  acquisition  of  a  bank  with  a  high  share  of  small 
business  loans,  the  premerger  Share93  would  overstate  the  bank's 
longer- run  desired  small  loan  share. 

Only  the  two  smallest  institutions  increased  their  (merged) 
shares  of  small  business  loans  during  this  period.   These  two 
banks  increased  their  shares  of  small  business  loans  both 
relative  to  their  initial  shares  and  relative  to  their  shares 
after  force  merging.   In  each  instance,  the  change  in  small 
business  loans  was  dramatic,  2.95  and  4.67  percent  of  assets, 
respectively.   And,  in  the  case  of  the  smallest  institution,  this 
increase  occurred  even  though  the  bank  was  shrinking  its  assets, 
presumably  because  it  was  under  a  formal  regulatory  action. 

Among  the  11  larger  acquirers,  each  decreased  its  (merged) 
share  of  small  business  loans,  with  only  three  banks  showing 
increased  holdings  of  small  business  loans.   Eight  of  the  11 
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banks  initially  increased  their  share  of  small  business  loans  as 
a  result  of  the  acquisition,  consistent  with  acquiring  smaller 
banks  with  a  higher  share  of  small  business  loans.   However,  of 
the  eight  banks,  by  1994:11  five  had  reduced  their  shares  of 
small  business  loans  to  or  below  their  premerger  1993:11  values. 
And  of  the  three  acquirers  that  made  acquisitions  that  reduced 
their  small  business  loan  shares,  each  had  a  share  of  small 
business  loans  in  1994:11  below  that  prior  to  the  acquisition. 
Thus,  while  the  smallest  acquirers  were  aggressively  increasing 
their  shares  of  email  business  loans,  the  larger  acquirers  did 
not  retain  the  acquired  small  business  loan  portfolios.   Of  the 
three  larger  acquirers  that  actually  increased  their  small 
business  loan  holdings,  each  had  large  increases  in  assets,  but 
only  a  small  increase  in  small  business  loans. 

Table  6  shows  the  three  FDIC- insured  New  England  banks  that 
remained  independent  after  being  acquired  and  the  12  FDIC-insured 
New  England  banks  that  had  mergers  announced  but  not  consummated 
during  the  1993:11-1994:11  period.   Of  the  three  banks  that 
remained  independent,  only  the  smallest  increased  its  small 
business  lending  and  all  three  banks  decreased  their  share  of 
small  business  loans  relative  to  assets.   For  acquisitions  that 
were  announced  but  not  consummated,  three  of  the  four  smallest 
institutions  increased  their  small  business  loans,  while  the 
eight  largest  institutions  decreased  their  small  business  loans. 
Only  two  of  the  12  institutions  actually  increased  their  shares 
of  small  business  loans,  with  one  a  case  of  a  substantial 
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decrease  in  assets  overwhelming  a  alight  decline  in  small 
business  loans. 

This  case  study  of  New  England  banks  raises  issues  of 
whether  larger  institutions  will  retain  small  business  loans, 
unfortunately,  it  is  impossible  to  distinguish  whether  these 
decreases  in  small  business  loan  shares  reflect  the  choices  of 
lenders  or  of  borrowers.   On  the  one  hand,  a  target  bank  may  be 
adjusting  its  portfolio  composition  to  conform  to  the  wishes  of 
its  eventual  acquirer.   On  the  other  hand,  small  firms  value 
lending  relationships  and  perhaps  the  flexibility  and  personal 
attention  often  less  available  at  larger  banks,  and  thus  tend  to 
have,  and  benefit  from,  banking  relationships  at  small  banks 
(see,  for  example,  Petersen  and  Raj  an  1994;  Berger  and  Udell 
1994;  Elliehausen  and  Wolken  1990)  .   Consequently,  the  reductions 
in  small  business  loans  at  these  banks  may  reflect  a  desire  among 
small  business  borrowers  to  terminate  their  relationship  with  the 
target  bank  in  order  to  establish  a  lending  relationship  with 
another  small  bank.   In  this  way,  a  small  firm  would  avoid  having 
its  primary  banking  relationship  switched  to  the  larger  acquiring 
bank  that  may  be  less  able  to  satisfy  its  needs  and,  at  the  same 
time,  avoid  the  uncertainty  associated  with  having  its  primary 
lending  relationship  with  a  bank  faced  with  the  upheaval  of  an 
acquisition. 

By  absorbing  small  bank  loan  portfolios  into  larger  banks, 
the  borrower  concentration  constraint  associated  with  the 
acquired  portfolio  is  relaxed,  freeing  the  acquiring  bank  to 
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reallocate  portfolio  shares  away  from  small  loans  if  it  so 
chooses.   Small  banks,  on  the  other  hand,  have  little  choice. 
Because  of  their  small  capital  base,  their  business  is,  for  the 
most  part,  limited  to  small  loans.   To  be  successful,  they  must 
be  able  to  exploit  their  information  advantages  to  offset  any 
loss  in  economies  from  their  small  size.   Given  that  numerous 
studies  have  documented  that  small  banks  are  generally  more 
profitable  than  large  banks,  apparently  many  small  banks  are  able 
to  do  this  well  (for  example,  Boyd  and  Graham  1991) .   If  the 
larger  acquiring  bank  retains  the  acquired  small  loan  portfolio, 
it  must  be  because  the  larger  bank  believes  it  can  maintain  the 
business  line's  profitability.   However,  to  keep  a  small  loan 
portfolio  viable,  a  large  bank  must  hold  down  the  fixed  costs 
associated  with  making  these  loans,  while  at  the  same  time  being 
more  flexible  in  its  loan  underwriting  procedures  than  may  have 
previously  been  the  case. 

This  case  study  of  small  business  loans  in  New  England 
indicates  that  most  acquisitions  by  larger  banks  actually  result 
in  a  shrinkage  of  small  business  loans.   Thus,  it  appears  that 
most  of  these  acquisitions  are  driven  by  reasons  other  than 
acquiring  the  small  business  loan  portfolios  of  smaller  banks. 
It  is  possible  that  acquiring  core  deposits,  greater  geographic 
diversity,  or  potential  cost  savings,  rather  than  the  small 
business  loan  portfolios  and  the  associated  business  expertise 
and  private  information  about  loan  customers,  drive  these 
acquisitions.   Consistent  with  this  view,  Whalen  (1994)  argues 
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that  mergers  are,  in  part,  driven  by  gains  in  operational 
efficiencies,  since  he  finds  that  intracompany  mergers  of 
subsidiary  banks  by  multibank  holding  companies  result  in 
significant,  positive  abnormal  stock  returns.   Similarly,  Cornett 
and  Tehranian  (1992)  find  that  merged  banks  tend  to  have  better 
Chan  average  performance,  perhaps  associated  with  being  better 
able  to  attract  loan  and  deposit  customers  as  well  as  attaining 
gains  in  efficiency. 

If  larger  institutions  choose  not  to  maintain  a  significant 
presence  in  small  business  lending,  it  becomes  critical  for  small 
business  borrowers  to  find  other  small  banks  interested  in  having 
small  business  loan  customers.   As  consolidation  continues, 
borrowers  in  some  areas  may  have  few  viable  alternatives  for 
satisfying  their  email  business  borrowing  needs.   This  will 
require  existing  small  business  lenders  to  increase  their  market 
share  or  de  novo  entry  to  fill  the  gap. 

Can  De  Novo  Banks  Fill  the  Void? 

If  a  void  in  small  business  lending  were  to  occur  as  a 
result  of  acquisitions  by  large  lenders,  would  de  novo  entry  be 
able  to  fill  the  gap?  Some  guidance  may  be  provided  by  examining 
the  experience  in  New  England  over  the  past  decade,  a  period  of 
unusually  active  de  novo  entry.   During  that  time,  80  new  FDIC- 
insured  banks  were  created  in  New  England.   As  can  be  seen  in 
Table  7,  most  new  entries  occurred  during  a  boom  period  in  New 
England,  with  56  banks  started  from  1985  through  1988.   With  the 
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collapse  in  real  escace  prices  and  Che  accompanying  increase  in 
nonper forming  loans  at  most  banks,  de  novo  entry  dramatically 
declined  during  the  subsequent  years  of  widespread  banking 
problems,  with  only  seven  new  entrants  over  the  past  four  years. 
Thus,  while  research  has  documented  diminished  credit 
availability  in  New  England  in  the  early  1990s,  it  resulted  in 
relatively  little  entry.   Instead,  entry  occurred  during  a  period 
characterized  by  rapidly  expanding  loan  portfolios  at  most  banks 
in  New  England. 

Although  spawned  by  a  boom  period,  fewer  than  half  of  the 
New  England  banks  started  from  1985  through  1988  are  still  in 
existence  as  independent  banks,  and  not  one  has  yet  grown  to  be  a 
large  bank.   Of  the  56  bank9,  20  had  failed  by  1994  and  another 
11  were  acquired  in  non-assisted  transactions  (five  of  which  were 
mergers  within  the  same  holding  company) ,  leaving  only  25  of  the 
de  novo  banks  started  between  1985  and  1988.   The  average  size  of 
these  survivors  remains  quite  small,  despite  their  being  in 
existence  for  more  than  five  years.   One  might  suspect  chat  this 
is  a  consequence  of  selection  bias,  perhaps  with  the  faster- 
growing  de  novo  banks  being  more  successful  and  thus  becoming 
attractive  acquisitions  for  larger  banks,  or  perhaps  just  the 
opposite,  with  the  faster-growing  banks  accomplishing  their 
growth  chrough  excessive  risk-taking  and  consequently  failing. 
However,  this  is  not  apparent  from  the  data.   The  assets  of  both 
failed  and  acquired  banks  from  this  set  of  de  novo  banks  averaged 
well  under  $100  million. 
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Similarly,  the  average  size  of  the  more  recent  de  novo  banks 
remains  well  below  $100  million.   Thus,  de  novo  banks  could  fill 
any  void  created  by  a  credit  crunch  or  bank  consolidation  only  to 
a  limited  extent,  given  the  small  number  of  recent  new  entrants 
and  their  small  average  size.   And  the  timing  appears  such  that 
entry  occurs  in  the  good  times,  rather  than  in  periods  when  banks 
are  under  severe  pressure  and,  thus,  more  likely  to  be 
contracting  lending  than  expanding  it. 

The  second  panel  of  Table  7  provides  an  indication  of  the 
areas  of  specialization  of  the  surviving  new  entrants.   The 
average  size  of  the  small  business  loan  portfolios  (defined  as 
loans  of  less  than  $1  million)  of  de  novo  entrants  operating  for 
at  least  two  years  averages  well  above  the  22.6  percent  of  assets 
for  small  commercial  banks  and  significantly  above  the  13.9 
percent  for  all  small  banks.'  Thus,  the  de  novo  banks  have  been 
targeting  small  business  lending,  although  perhaps  not  totally  by 
choice,  given  the  borrower  concentration  limits.   In  general, 
these  banks  have  also  had  a  smaller  exposure  in  residential 
mortgages  and  securities  than  that  for  small  commercial  banks.5 

The  capital-to-asset  ratios  show  the  typical  pattern  for  de 
novo  bankB,  high  capital  ratios  at  the  outset  and  much  lower 
capital  ratios  as  the  new  banks  lend  sufficiently  to  reach  their 
target  capital  ratios.   Surprisingly,  de  novo  banks  created  prior 
to  1989  all  have  average  capital  ratios  below  the  average  for 
existing  small  commercial  banks  in  general.   Thus,  significant 
further  expansion  of  these  de  novo  banks  is  unlikely  in  the 
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absence  of  an  infusion  of  additional  capital.   Consistent  with 
the  pattern  of  capital  ratios,  the  nonperf orming  loan  ratios 
shown  in  the  final  column  indicate  that  the  older  de  novo  banks 
have  more  loan  problems  and,  again,  are  less  likely  to  be  in  a 
position  to  step  in  and  increase  lending  to  fill  any  void  in 
small  business  lending  created  by  bank  consolidation. 

The  third  panel  of  Table  7  shows  the  growth  in  capital  and 
in  asset  categories  from  1993:11  to  1994  :ll.   The  de  novo  banks 
created  after  1988  have  grown  much  faster  than  the  average  for 
all  small  commercial  banks,  and  this  growth  has  been  particularly 
rapid  in  the  loan  categories.   While  the  growth  in  total  assets 
has  been  typical  for  those  de  novc  banks  created  during  the  19  87- 
88  period,  their  growth  rates  of  total  loans  and  small  business 
loans  were  more  than  twice  the  all -banks  average,  although  their 
growth  in  total  business  loans  was  only  slightly  larger.   Por 
those  banks  created  in  the  1985-86  period,  the  growth  in  capital 
was  much  slower  than  average  and  the  growth  in  total  assets  and 
small  business  loans  somewhat  slower  than  average.   This  likely 
is  a  consequence  of  this  subset  of  banks  having  lower  than 
average  capital  ratios  and  higher  than  average  nonperforming  loan 
ratios . 

In  summary,  de  novo  banks  are  unlikely  to  fill  any  major 
void  in  small  business  lending.   De  novo  entry  has  occurred 
during  boom  periods,  when  alternative  sources  of  funds  are  most 
likely  to  be  available.   While  de  novo  entrants  have  focused  on 
small  business  loans,  their  small  size  and  the  observation  that 
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most  de  novo  entrants  remain  small  institutiong  after  as  long  as 
a  decade  indicate  that  such  entries  can  fill  niches,  but  not 
voids . 

IV.   Conclusion 

Bank  consolidation  that  leads  to  larger  lenders  could  make 
small  business  borrowers  less  dependent  on  the  vagaries  of  local 
banking  markets,  if  the  merged  institutions  maintain  the  acquired 
small  business  lending  line  of  business.   During  the  recent 
period  of  reduced  credit  availability,  bank- dependent  borrowers 
in  New  England  had  few  borrowing  alternatives  because  both  large 
and  small  banks  had  portfolios  dependent  on  New  England  economic 
conditions.   Greater  diversification  across  geographic  regions 
and  across  product  lines  would  have  ameliorated  the  problems 
faced  by  small  businesses  as  a  result  of  the  shocks  to  bank 
capital  and  the  consequent  reduction  in  loan  supply  to  bank- 
dependent  borrowers. 

Nonetheless,  the  move  towards  large  consolidated 
institutions  carries  some  risks  for  bank -dependent  borrowers. 
Much  of  the  recent  growth  in  small  business  loans  has  been  at 
small  banks.   Banks  engaged  in  acquisitions  in  New  England  have 
not  fostered  the  small  business  loan  segment  of  the  market,  with 
both  the  share  and  the  amount  of  small  business  loans  declining 
after  most  acquisitions.   While  this  may  be  an  artifact  of 
examining  data  in  New  England  over  a  short  period  of  time,  it 
raises  questions  about  the  availability  of  credit  to  small 
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business  in  areaa  that  become  dominated  by  large  lenders. 

The  potential  benefits  of  bank  consolidation  are  clear:   in 
particular,  we  have  evidence  that  a  lack  of  sufficient  bank 
diversification  has  been  a  problem  for  credit  availability  when 
banks  have  been  subjected  to  local  shocks  that  reduced  capital. 
The  potential  costs  are  less  certain,  but  nonetheless  they 
deserve  the  attention  of  policymakers.   We  have  not  yet  attained 
a  level  of  bank  consolidation  that  would  produce  a  shortage  of 
viable  lenders  to  small  business.   However,  the  New  England 
evidence  does  suggest  that  as  restrictions  on  both  product  and 
geographical  diversification  are  eliminated,  potential  problems 
for  small  business  credit  availability  will  be  an  important 
issue.   It  is  possible  that  other  sources  of  credit  to  small 
businesses  will  become  available  if  bank  consolidation  leads  co  a 
reduction  in  small  business  credit  availability.   However,  it  is 
likely  chat,  at  the  very  least,  there  will  be  transitional 
problems. 
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Footnotes 


1.  The  "original  amount"  of  a  loan  is  the  size  of  the  loan  at 
origination,  rather  than  its  current  size,  unless  the  latter  is 
larger.   For  a  line  of  credit  or  loan  commitment,  it  is  the  size 
of  the  line  of  credit  or  loan  commitment  when  most  recently 
approved,  extended,  or  renewed.   For  loan  participations  and 
syndications,  it  is  the  entire  amount  of  the  credit  originated  by 
the  lead  lender. 

2.  The  ratio  used  is  equity  capital  divided  by  unweighted  assets, 
which  most  closely  resembles  the  leverage  ratio.   Because  some 
items  used  in  capital  ratio  calculations  were  not  detailed  in  the 
past,  it  is  impossible  to  replicate  exactly  the  current 
definition  of  the  leverage  ratio. 

3.  We  do  not  include  transactions  that  involve  institutions  that 
are  not  insured  by  the  FDIC,  since  the  call  reports  include  data 
only  for  FDIC- insured  institutions. 

4.  The  lower  average  percentage  for  the  total  of  all  New  England 
small  banks  is  due  to  the  prevalence  of  savings  banks, 
traditionally  residential  mortgage  lenders.   However,  in  recent 
years  they  have  been  expanding  their  business  lending, 
particularly  to  small  businesses. 

5.  Among  the  existing  de  novo  banks  are  a  few  savings  banks. 
This  has  the  effect  of  understating  the  small  commercial  loan 
numbers  when  compared  to  the  sample  of  all  small  commercial 
banks . 
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Table  4 

Small  Business  Loans  (<$1  million)  at  FDlC-lnsured  Banks  Not  Involved  in  Acquisitions 


Mean 

Mean 

Bail);  Assets 

#of 

Mean 

Mean 

Mean 

CHSnudlbui. 

CHAsaeU/ 

(SmlllioDs) 

Banks 

Share93 

Share94 

CH  Share 

AsseU 

Assets 

<100 

89 

22.13 

21.97 

-0.16 

0.36 

2.85 

100  300 

134 

14.19 

14.04 

-0.15 

0.23 

2.97 

300-1000 

49 

11.35 

10.50 

-0.86 

-0.64 

2.82 

1000-5000 

10 

9.99 

9.61 

-0.38 

-0.22 

1.21 

5000  < 

5 

5.87 

4.86 

-1.02 

-0.30 

15.07 

All  Banks 

287 

15.88 

15.58 

-0.30 

0.10 

3.06 
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Good  morning.  My  name  is  Julie  Scofield  and  I  am  the  Executive  Director  of  the 
Smaller  Business  Association  of  New  England,  Inc.  (SBANE).  We  are  a  private,  non- 
profit association  representing  approximately  1500  small  businesses  in  the  six  state  region. 
We  have  been  serving  the  needs  of  the  entrepreneurial  community  for  almost  60  years  and 
we  know  them  well.  Our  members,  represented  by  the  president  or  owner,  come  mainly 
from  closely  held  businesses  in  the  manufacturing,  distribution,  service  and  technology 
industries.  Nearly  all  of  our  member-businesses  are  incorporated  and  most  of  them 
depend  very  heavily  upon  their  banking  relationships  to  meet  their  businesses'  on-going 
financing  needs 

The  nation's  community  of  small  businesses,  now  numbering  almost  20  million,  is 
unique  in  the  world,  in  its  size,  its  makeup,  and  its  vitality,  with  respect  to  business 
formations  and  failures,  the  risks  taken,  and  the  productivity  and  innovation  exhibited  year 
after  year     This  is  a  resource  of  tremendous  importance  to  the  country,  and  needs 
national  policies  that  encourage,  or  at  least  do  not  discourage,  small  business  growth. 
Ensuring  adequate  access  to  credit  and  capital  is  one  of  the  most  critical  needs  small 
business  will  have  in  that  respect. 

Given  the  importance  of  a  dependable  banking  relationship  to  the  current  and 
future  health  of  small  business,  we  welcome  this  opportunity  to  lend  you  our  perspective 
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on  the  potential  effects  of  bank  consolidation  on  small  business  lending.  We  sincerely 
commend  you  and  the  other  members  of  the  committee  for  paying  attention  to  the  subject 
now,  during  a  period  of  relative  calm. 

Roughly  five  years  ago  it  was  far  from  calm.  New  England  was  in  the  midst  of  a 
very  serious  credit  crisis,  and  SBANE  was  inundated  with  calls  for  assistance.  These  were 
not  easy  problems  to  fix,  but  we  tried.  We  worked  with  each  member  and  each  bank  to 
try  to  craft  a  solution.  Ultimately  we  created  a  "Willing  Lender"  program,  which  as  the 
name  suggests,  identified  specific  individuals  within  our  member  banks  who  would  be 
especially  helpful,  willingly. .  He  or  she  could  be  depended  upon  to  squire  a  small  business 
owner  through  the  maze  of  new  regulations,  discuss  in  detail  which  options  were  available 
and  if  at  all  possible,  resolve  the  problem,  the  very  least  every  member  could  expect  was  a 
straight  answer    It  was  a  sad  commentary  that  such  a  program  was  necessary  but  it  was  a 
useful,  cooperative  effort. 

The  purpose  in  giving  you  this  example  is  to  demonstrate  our  characteristic  and 
preferred  response  to  problems    Our  strategy  is  to  bring  all  the  affected  parties  around  the 
table  on  the  assumption  that  everyone  wants  a  win-win  solution,  and  together  we  look  for 
constructive  actions    We  have  seldom  been  disappointed.  We  will  use  this  approach  here 
when  and  if  the  situation  warrants. 
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Financial  calm  has  returned  to  (most  of)  New  England    We  all  know,  however, 
that  at  some  point  credit  will  tighten,  and  once  again  the  most  vulnerable  borrower,  the 
small  business  borrower,  will  be  at  risk    We  hope  to  act  now  to  safeguard  credit 
availability  in  the  future.  We  are  apprehensive  about  that  future 

In  April  of  last  year,  in  a  written  survey  of  the  membership,  we  asked  participants 
to  either  agree  or  disagree  with  the  following  statement.  "Bank  consolidation  will  make  it 
more  difficult  for  smaller  businesses  to  obtain  bank  financing."  Fifty-six  percent  agreed 
with  the  statement,  while  only  22%  disagreed.  (Twenty-two  percent  had  no  opinion.) 

The  concern  this  survey  documents  is  understandable.  Bank  consolidation  sets  in 
motion  some  powerful  dynamics  that  do  not  bode  well  for  small  business  SBANE  wants 
to  take  this  opportunity  to  describe  some  of  the  specific  concerns. 

Banks  are  unquestionably  the  single  most  important  financing  source  for  small 
businesses.  But  during  the  last  20  years,  the  relationship  of  small  businesses  and  bankers 
has  undergone  substantial  change,  and  this  change  has  been  both  good  and  bad.  On  the 
one  hand,  there  are  now  many  more  potential  avenues  for  small  businesses  to  obtain 
financing  than  there  were  in  the  past    However,  the  relationship  that  many  small  business 
owners  had  with  their  banks  has  badly  deteriorated  or  disappeared    In  1980,  there  were 
12,800  U.S.  banks.  By  1990,  there  were  only  9,600  banks,  and  that  consolidation,  by 
all  indications,  continues  unabated. 
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Small  business  must  be  able  to  obtain  affordable  bank  credit  for  the  purchase  of 
physical  assets,  training  and  retraining  of  the  workforce,  and  for  conversion  of 
technologies  into  useful,  competitive  products,  an  interruption  in  the  availability  of  capital 
usually  has  catastrophic  consequences 

SBANE,  in  cooperation  with  the  Region's  large  and  smaller  banks,  has  run  many 
seminars  over  the  years  to  stress  the  importance  of  a  strong  banking  relationship  for  both 
the  borrower  and  the  lender.  It  should  come  as  no  surprise  to  learn  that  one  of  the  most 
troublesome  events,  in  the  opinion  of  small  business  owners,  is  when  a  bank  changes  the 
company's  loan  officer  —  a  very  frequent  event  when  one  bank  is  acquired  by  another 
And  it's  far  worse  when  the  decision-making  responsibility  is  shifted  to  another 
community  or  even  another  state 

Business  owners  fear  this  interruption  in  the  borrower-lender  relationship  because 
good  communications  and  good  information  are  the  best  insurance  policy  against  difficult 
economic  times;  the  odds  of  weathering  a  period  of  under-performance  are  vastly 
improved    There  are,  however,  worse  outcomes  to  fear  when  broad  lending  policy  is 
established  and  dictated  from  afar,  as  may  increasingly  be  the  case.  To  wit: 

A  small  Rhode  Island  concern  in  the  lawn  care  business  recently  approached  a 
large  bank  and  received  a  verbal  approval  at  the  local  level  for  a  $60,000  loan;  on  the  day 
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the  documents  were  to  be  signed,  the  deal  fell  apart  because  the  corporate  office,  located 
in  another  state,  issued  a  directive  excluding  entirely  lawn  care  companies  from 
consideration  for  loans.  Where  is  such  a  formerly-bankable  business  to  turn?  Today,  that 
business  has  options;  will  that  continue  to  be  the  case?  If  the  future  looks  like 
Connecticut,  where  there  are  no  local  banks  left,  the  answer  is  clearly  "No  " 

One  common  side  effect  of  larger  banks  is  the  need  to  be  dramatically  more 

efficient  in  the  loan  granting  process.  Credit  scoring  is  the  typical  response  used  to  handle 

the  increased  volume,  as  banks  simply  cannot  afford  to  have  a  knowledgeable  relationship 

with  each  individual  applicant.  When  it  works,  it's  efficient  and  both  parties  are  satisfied, 

but  at  the  same  time,  that  endangered  species,  the  character  loan,  has  been  further 

jeopardized,  the  relationship  between  banker  and  borrower  that  will  be  needed  in  the  lean 

j 
years  ahead,  is  never  created. 


If  these  concerns  of  the  small  business  community  are  realized,  borrowers  will  turn 
to  community-based  institutions  in  increasing  numbers    We  expect  that  the  marketplace 
will  respond  with  new  entities  to  meet  the  demand,  perhaps  at  competitive  rates  and 
perhaps  at  more  opportunistic  levels    Will  the  traditional  lending  base  be  able  to  respond 
quickly  enough  or  with  adequate  financial  muscle? 

We  currently  have  on  the  books  a  law  that  requires  banks  to  report  on  their  small 
business  lending  activities,  and  the  SB  A  Office  of  Advocacy  has  done  a  fine  job  of 
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compiling  and  publishing  those  results.  It  is  probably  time  for  organizations  like  ours  to 
take  a  serious  look  at  those  statistics  and  compare  them  to  the  promises  now  being  made 
by  big  banks  across  the  country    A  good  analysis  which  is  very  widely  and  publicly 
distributed  could  keep  small  business  lending  on  the  front  burner  where,  for  the  nation's 
economic  sake,  it  belongs    We  must  ensure  that  this  reporting  requirement  is  not 
repealed;  it  is  crucial  information. 

While  we  are  often  skeptical  of  more  government  programs  to  solve  small  business 
problems,  we  have  also  been  encouraged  by  the  (growing)  success  of  the  SB  A  7(a)  loan 
program    As  that  program  has  been  increasingly  privatized  over  the  last  few  years,  its 
success  in  meeting  small  business  loan  demand  has  been  marked.  Certainly  the  guaranteed 
loan  program  helped  to  mitigate  the  recent  credit  crunch,  and  has  been  a  crucial  link  in  the 
improving  credit  environment  for  small  businesses  today.  Were  it  not  for  this  program, 
there  would  be  dramatically  fewer  loans  made  to  our  constituency;  this  is  one  government 
program  that  works. 

The  economic  contributions  of  the  small  business  community  are  critical  to  a 
healthy  marketplace    Small  businesses,  while  a  powerful  collective  entity,  are  individually 
vulnerable  and  it  is  therefore  appropriate  to  look  into  the  future  and  consider  the 
likelihood  of  some  negative  outcomes.  Bank  consolidation  is  inevitable;  it  is  here    Small 
business  casualties  are  equally  predictable  and  preventable. 
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The  banking  community  in  New  England  has  been  a  hugely  supportive  and 
responsible  partner  for  the  small  business  community  and  by  listening  to  these  few 
cautionary  tales,  we  are  optimistic  that  this  relationship  will  survive  and  prosper  into  a 
new  era    We  look  forward  to  working  with  you  on  this  important  issue  and  hope  you 
won't  hesitate  to  call  on  the  resources  of  our  association  should  the  need  arise    Thank 
you. 


163 

STATEMENT  OF 

JAMES  G.  ZAFRIS,  JR. 
PRESIDENT 

DANVERS  SAVINGS  BANK 

ONE  CONANT  STREET 

DANVERS,  MASSACHUSETTS  01923 

before  the 

SUBCOMMITTEE  ON  TAXATION  AND  FINANCE 
and  the 

SUBCOMMITTEE  ON  GOVERNMENT  PROGRAMS 

of  the 

HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

regarding 

"THE  EFFECTS  OF  BANK  CONSOLIDATION 
ON  SMALL  BUSINESS  LENDING" 

FIELD  HEARING  IN 
BOSTON,  MASSACHUSETTS 

March  4,  1996 


164 


I  welcome  the  opportunity  to  address  the  issue  of  "The  Effects  of  Bank 
Consolidation  on  Small  Business  Lending"  because  there  is  an  impact  which  I  believe 
operates  to  the  disadvantage  of  small  and  growing  companies  seeking  financing. 

First,  let  me  say  that  there  is  a  broad  range  of  definitions  of  what  constitutes  a 
small  business.  Most,  larger  banking  companies  more  traditionally  defined  small 
companies  as  those  with  annual  sales  of  ten  million  to  fifty  or  one  hundred  million 
dollars.  Lately,  and  often  as  a  response  to  satisfying  CRA  requirements  that  crop  up 
during  merger  applications,  that  number  has  been  reduced.  And,  in  fact,  many  larger 
banks  have  recognized  that  it  is  in  their  enlightened  self-interest  to  participate  in 
programs  like  the  Small  Business  Administration's  Low  Doc  Program.  But  my  sense  is 
that  their  participation  in  this  kind  of  lending  is  more  the  result  of  practical  regulatory 
considerations  than  philosophical  conviction.  j 

i 
Let  me  give  you  my  definition  of  small  business.  It  includes  start-up  companies 
as  well  as  those  with  sales  of  up  to  10  million  dollars.  But  most  small,  growing 
companies  generate  sales  of  less  than  5  million  annually  and  they  tend  to  share  some 
fairly  common  characteristics.  On  the  whole,  they  do  not  have  very  pretty  balance  sheets. 
Many  of  them  were  started  in  a  cellar  or  a  garage  and  have  had  to  leverage  their  capital 
every  step  of  the  way  to  support  their  growth.  In  many  cases  the  founder  has  sunk  every 
cent  of  his  or  her  personal  wealth  into  the  company  and  now  depends  on  bank  financing 
to  continue  to  grow.  There  are  varying  levels  of  management  sophistication  among  small 
business  owners;  with  many  needing  much  more  support  and  direction  than  others. 

In  short,  small  business  lending  is  a  unique  and  very  labor  intensive  type  of 
activity  for  banks  and  many  banks  are  simply  not  equipped  or  ready  to  devote  the 
resources  to  doing  it  well.  I  do  not  think  I  am  stretching  a  point  to  say  that  a  fifty 
thousand  dollar  small  business  loan  is  not  high  on  the  profit  agenda  of  a  multi-billion 
dollar  institution.  It  takes  no  more  effort,  perhaps  less,  for  them  to  extend  a  credit  of  a 
million  dollars  or  more  to  an  established  company  with  a  strong  financial  statement.  As 
larger  banks  continue  to  dominate  an  increasing  share  of  our  market,  the  truly  small 
businesses  are  going  to  find  it  is  even  more  difficult  to  get  their  attention  and  their 
financial  help. 

That  is  not  to  say  that  some  large  institutions  have  not  developed  theories  about 
how  to  loan  to  small  companies.  The  theory  that  seems  to  be  currently  in  vogue  is 
something  one  might  describe  as  a  point-score  system.  The  potential  small  business 
borrower  simply  calls  a  designated  number  and  talks  to  the  bank's  small  business  loan 
center.  The  applicant  is  asked  to  provide  some  fairly  rudimentary  financial  information 
and  if  it  passes  muster,  a  loan  of  up,  to  $100,000  may  be  approved.  This  theory  says  you 
can  automate  small  business  lending.  It  is  a  great  theory  but  it  won't  work. 

A  few  minutes  ago  I  said  that  small  business  lending  is  labor  intensive.  It  is  also  a 
highly  personal  kind  of  lending.  If  you  are  going  to  make  successful  loans  to  small 
companies  with  leveraged  financial  statements,  you  have  to  know  the  people  involved 
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and  be  willing  to  work  with  them  through  the  inevitable  roller  coaster  ride  that  most  small 
companies  experience  in  the  early  stages  of  their  history.  The  first  loan  is  easy  to  make. 
You  can  probably  do  it  through  a  loan  center.  But  are  the  big  banks  going  to  give  the 
borrower  an  "800"  number  they  can  use  on  some  Thursday  afternoon  when  the  company 
suddenly  discovers  it  needs  help  in  meeting  Friday's  payroll  because  an  expected 
receivable  didn't  get  paid?  I  doubt  it. 

It  is  not  the  fault  of  multi-billion  dollar  banks  that  they  cannot  effectively  meet  the 
needs  of  small  businesses.  It  is  a  by-product  of  their  size  and  their  multi-layered 
organizations. 

Small  business  lending  is  done  most  efficiently  and  profitably  by  small  and 
medium-size  community  banks.  For  these  banks,  small  business  lending  is  an  important 
part  of  their  portfolio.  These  are  relationship  oriented  institutions  with  experienced 
lending  officers  who  remain  in  place  and  develop  extensive  knowledge  of  the  companies 
that  are  their  borrowers.  However,  I  would  be  quick  to  point  out  that  not  all  small 
community  banks  have  the  talent  or  the  stomach  for  a  specialized  lending  function  that 
involves  more  than  the  usual  amount  of  risk.  Having  said  this,  I  should  also  comment 
that  from  personal  observation,  it  appears  that  a  growing  number  of  community  banks  are 
beginning  to  engage  in  small  business  lending  as  a  means  of  acquiring  interest-sensitive 
assets  and  reducing  their  interest  rate  risk.  That  is  a  positive  sign  for  small  businesses. 

During  the  past  few  years,  my  bank,  Danvers  Savings  Bank,  has  focused  on  small 
business  lending.  We  were  the  first  mutual  savings  bank  in  the  country  to  be  designated  a 
"Preferred  Lender"  by  the  Small  Business  A<iministration.  Our  asset  size  is 
approximately  $235,000,000;  a  relatively  small  bank.  But  we  have  extended  credit  of 
almost  50  million  dollars  to  263  Massachusetts  companies  under  the  S.B.A.  loan 
guarantee  program.  Although  I  do  not  have  an  exact  count,  I  think  it  would  be  a 
conservative  estimate  to  say  that  those  companies  provide  jobs  for  at  least  3,000 
employees. 

There  is  no  magic  in  what  our  bank  does.  Early  on  we  made  a  commitment  to 
small  business  lending  and  we  invested  in  the  people  and  delivery  systems  needed  to 
make  it  work.  Other  community  banks  have  done  the  same  thing  and  as  I  have  stated, 
there  is  increasing  evidence  that  more  community  banks  are  beginning  to  see  the  profit 
potential  of  working  with  small  companies. 

The  S.B.A.  Loan  Guarantee  Program  has  been  a  critical  element  in  our  success.  It 
has  reduced  the  risk  inherent  in  a  small  business  loan  portfolio,  allowed  us  to  generate  fee 
income  and  control  our  asset  size  through  Secondary  market  sales  of  guarantees,  and  that 
in  turn  has  allowed  us  to  recycle  those  same  dollars  by  making  loans  to  other  small 
companies.  I  should  add  that  the  delinquency  rate  of  our  S.B.A.  portfolio  is  no  greater 
than  that  of  our  conventional  commercial  loan  portfolio. 
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In  summary,  as  banks  merge  and  increase  in  size,  they  become  more  remote  from 
small  business  customers  and  less  able  to  provide  the  close  working  relationship  that 
most  small  companies  require.  Community  banks  will  continue  to  serve  as  the  primary 
source  of  loans  for  growing  businesses.  The  S.B.A.  Loan  Guarantee  Program, 
particularly  the  7-A  Program,  is  a  vital  tool  for  community  banks  in  their  small  business 
lending  efforts.  I  urge  your  Committee  to  continue  its  support  of  the  Small  Business 
Administration.  It  is  a  very  cost-effective  way  to  use  the  guarantee  of  the  Federal 
Government  to  create  well-paying  jobs  in  the  private  sector. 
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JOHN  KERRY 


United  States  Senate 

WASHINGTON,  DC  20510 

STATEMENT  BY  SENATOR  JOHN  F.  KERRY  FOR  THE  HOUSE  OF 
REPRESENTATIVES  SMALL  BUSINESS  COMMITTEE  HEARING  ON  SMALL 
BUSINESS  LENDING  IN  BOSTON,  MASSACHUSETTS 

MARCH  4,  1996 

Before  addressing  the  subject  of  the  hearing,  I  would  like 
to  commend  Congressman  Martin  Meehan  for  helping  to  bring  this 
important  hearing  to  Boston  and  for  his  commitment  to  promoting 
small  business  in  Massachusetts.   I  am  certain  the  hearing  will 
focus  attentions  on  a  very  important  issue,  especially  given  the 
impressive  group  of  expert  witnesses  assembled  to  give  their 
testimony.   I  also  would  like  to  thank  Congresswoman  Jan  Meyers, 
Chair  of  the  House  of  Representatives  Small  Business  Committee 
for  allowing  this  hearing  to  take  place  in  Boston.   I  regret  that 
immovable  prior  commitments  makes  it  impossible  for  me  to  attend 
this  hearing  in  person. 

I  understand  the  challenges  that  small  businessmen  and  women 
face  on  a  daily  basis.   As  a  member  of  the  Senate  Small  Business 
Committee,  I  have  been  working  to  make  the  Federal  government 
more  responsive  to  small  business  needs. 

As  any  small  businessperson  knows,  while  many  large 
corporations  all  over  America  have  been  downsizing;  small 
businesses  have  been  the  engine  of  growth  in  Massachusetts  and 
our  nation's  economy.   But  many  Massachusetts  small  businesses 
have  had  problems  getting  access  to  capital  which  is  crucial  to 
their  growth.   Since  being  elected  to  the  Senate,  I  have  fought 
for  policies  that  would  result  in  increasing  the  amount  of 
capital  available  to  small  business  from  government  and  private 
sources . 

That  is  why  last  year,  I  supported  legislation  which  passed 
the  Congress  and  was  signed  into  law  by  President  Clinton  that 
increased  the  amount  of  money  available  from  the  Small  Business 
Administration  (SBA)  7(a)  program  from  $7.8  billion  in  1995  to 
approximately  $10.8  billion  in  1996.   This  program  will  give  many 
small  businesses  in  Massachusetts  which  may  not  have  been  able  to 
obtain  financing  from  private  sources  a  chance  to  obtain  long- 
term  capital  financing  from  SBA. 

Also,  I  am  preparing  to  introduce  legislation  in  the  Senate 
which  will  restore  the  90  percent  guarantee  rate  for  small 
businesses  which  finance  their  export  transactions  through  the 
SBA's  Export  Working  Capital  Program. 

In  prior  years,  I  worked  to  reform  the  Small  Business 
Investment  Company  (SBIC)  program.   We  increased  the  amount  of 
capital  available  to  Massachusetts  small  businesses  by  giving 
them  a  chance  to  work  with  private  venture  capital  companies 
which  might  have  overlooked  them.   Through  the  SBIC  program,  SBA 
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helps  venture  capital  companies  to  leverage  their  investments  in 
small  businesses. 

The  credit  crunch  in  the  late  1980s  and  early  1990s  was  a 
deadly  threat  to  Massachusetts  small  businesses.   During  that 
time,  I  worked  to  stop  unnecessary  Federal  Deposit  Insurance 
Corporation  foreclosures  on  small  businesses  in  Massachusetts  by 
obtaining  an  extension  of  SBA  guarantees  to  businesses  with  FDIC- 
held  loans  that  had  good  cash  flow,  but  low  collateral 
requirements . 

I  understand  the  fears  of  many  small  businesses  in 
Massachusetts  that  the  recent  mergers  of  New  England  area  banks 
will  lead  to  another  credit  crunch.   I  can  assure  you  that  I  will 
continue  to  do  all  that  I  can  to  increase  the  amount  and  the 
availability  of  capital  to  small  business  in  Massachusetts.   This 
hearing  will  make  the  significant  contribution  of  giving  all  who 
are  concerned  about  this  issue  a  better  understanding  of  how  we 
can  work  together  to  do  that .   I  look  forward  to  reading  the 
testimony  presented  today,  and  to  joining  members  of  both  parties 
who  share  my  concern  in  using  the  information  we  gain  to  take 
actions  that  will  better  enable  small  businesses  to  prosper  and 
grow  and  thereby  serve  as  a  key  engine  of  American  economic 
progress . 


MARTIN  T    MEEHAN 
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Congress  of  tfje  <Hnitcb  States 

l?ousc  of  fccprtstntatibes 
Washington,  BC  20515-2105 

April  12,  1996 


Ms.  Cathy  Minehan 

President  and  Chief  Executive  Officer 

Federal  Reserve  Bank  of  Boston 

PO  Box  2076 

Boston,  Massachusetts  02106-2076 

Dear  Ms.  Minehan: 

We  are  writing  to  ask  for  your  assistance  in  clarifying  the  effect  of  bank  consolidations  on 
small  business  lending.  In  March,  the  Small  Business  Subcommittees  on  Taxation  and 
Finance  and  Government  Programs  held  a  joint  field  hearing  in  Boston,  Massachusetts.   The 
purpose  of  the  hearing  was  to  further  study  the  impact  of  bank  mergers  on  lending. 

Through  witness  testimony,  we  were  able  to  address  many  of  our  concerns  with  the  nation's 
lending  trends  to  small  business.   As  you  know,  credit  loss  does  great  damage  to  the 
economy,  retarding  job  growth,  shrinking  the  tax  revenue  base,  and  threatening  to  pull  the 
rug  out  from  under  the  start-ups. 

The  hearing  did  provide  some  important  insight  into  the  plight  of  small  business  and  capital 
availability.  Representatives  of  two  large  banks  -  Fleet  and  Bank  of  Boston  --  joined  several 
traditional  community  bankers  and  small  business  representatives  from  across  the  region  to 
express  their  views  on  this  important  issue.  While  very  informative,  the  hearing  did  not 
resolve  the  question  of  whether  or  not  bank  consolidations  might  constrict  future  small 
business  lending.  Most  pointedly,  several  witnesses  referenced  one  of  two  specific  Regional 
Federal  Reserve  studies  that  came  to  very  different  conclusions. 

The  first  study,  "Small  Business  Lending,"  was  included  in  the  Federal  Reserve  Bank  of 
Boston's  Fall  1995  publication,  New  England  Banking  Trends.    The  author,  Peggy  Gilligan, 
revealed  that  in  New  England,  small  business  lending  by  the  region's  eight  largest  banks 
declined  by  5.3%,  while  larger  loans  increased  by  11.4%.  On  the  other  hand,  the  Federal 
Reserve  Bank  of  New  York  released  a  study  in  March  1996,  "Small  Business  Lending  and 
Bank  Consolidation.    Is  there  Cause  for  Concern?"   In  this  piece,  authors  Philip  E.  Strahan 
and  James  Weston  conclude  that  bank  consolidations  lead  to  more  small  business  lending  on 
average  two  years  after  a  merger. 

As  Chairs  and  Ranking  Minority  members  of  two  of  the  Small  Business  Subcommittees,  we 
are  writing  to  ask  for  your  assistance  in  assessing  the  differing  conclusions  of  the  two 
studies.    New  England's  recent  experiences  with  credit  unavailability  and  its  impact 
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on  regional  economic  growth  have  sensitized  many  of  us  in  the  region's  congressional 
delegation  to  the  need  for  a  banking  community  responsive  to  small  business  opportunities. 
However,  we  feel  that  in  order  to  make  decisions  about  banking  deregulation,  we  need  to 
resolve  the  issue  of  whether  merged  banks  lend  less  to  smaller  firms.    As  President  of  the 
Federal  Reserve  Bank  of  Boston,  we  hope  that  you  will  be  able  to  help  clarify  the  two 
Federal  Reserve  studies. 

We  would  be  pleased  if  you  would  give  our  request  full  and  fair  consideration.    We  will  be 
in  touch  with  you  to  discuss  this  matter  further. 

Sincerely, 


Peter  Torkildsen 
Member  of  Congress 


^/^^     Linda  Smith  Marty  Meeiian 


Member  of  Congress 


Marty 

Member  of  Congress 
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OF  BOSTON 


E.    MtNEHAN  600  ATLANTIC   AVENUE 

:nt  and  P.  O.  BOX  2076 

»ECuTivt  orriCER  BOSTON,  MASSACHUSETTS  02  I06-  2076 


April  30,  1996 


The  Honorable  Peter  Torkildsen 
U.S.  House  of  Representatives 
120  Cannon  House  Office  Building 
Washington,  D.C.   20515 

The  Honorable  Linda  Smith 

U.S.  House  of  Representatives 

1217  Longworth  House  Office  Building 

Washington,  D.C.   20515 

The  Honorable  Martin  T.  Meehan 
U.S.  House  of  Representatives 
318  Cannon  House  Office  Building 
Washington,  D.C.   20515 

Dear  Representatives  Torkildsen,  Smith,  and  Meehan: 

I  am  pleased  to  respond  to  your  request  for  more  information 
on  how  small  business  lending  is  affected  by  bank  consolidations. 
We  too  have  been  concerned  about  the  availability  of  credit  to 
small  businesses  in  New  England  in  the  wake  of  the  credit  crunch 
and  the  90-91  recession.   However,  this  is  a  complex  matter,  as 
you  no  doubt  have  gathered  from  the  seemingly  conflicting  results 
of  two  Reserve  Bank  studies.   Just  for  starters,  data  gathering 
on  small  business  loans  has  only  been  done  since  1993,  making 
trend  analysis  difficult,  and  it  is  even  more  difficult  to  know 
whether  lending  at  particular  institutions  declined  because  of  a 
lack  of  willingness  to  supply  credit,  or  the  lack  of  demand  from 
borrowers . 

The  article  by  Peggy  Gilligan  in  New  England  Banking  Trends, 
which  you  referenced,  finds  that  small  business  loans  declined 
5.3  percent  at  New  England's  largest  banking  institutions,  while 
they  increased  their  large  business  loans  by  11.4  percent.   In 
contrast,  small  business  loans  grew  by  13.3  percent  at  banks  with 
less  than  $100  million  in  assets,  and  from  1994-95  overall  small 
business  lending  in  the  District  also  grew.   Unlike  the  New  York 
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Federal  Reserve  Bank  study,  the  Gilligan  article  focused  solely 
on  the  New  England  experience,  did  not  directly  test  for  effects 
of  consolidation,  and  included  small  business  loans  secured  by 
real  estate  as  well  as  commercial  and  industrial  loans.   The 
article  concludes  with  a  note  of  caution  that  if  large  banks 
continue  to  trend  away  from  small  business  loans,  smaller  banks 
may  not  have  the  capacity  to  serve  the  demand,  although  it  is  by 
no  means  clear  that  they  have  not  done  so  in  the  period  covered 
by  the  study. 

The  Federal  Reserve  Bank  of  Boston  has  undertaken  several 
other  studies  examining  small  business  lending.   In  the  past  two 
years,  we  have  published  three  articles  in  New  England  Banking 
Trends   and  produced  one  working  paper  on  small  business  lending. 
The  working  paper  (No.  95-5),  "Small  Business  Credit 
Availability:  How  Important  is  Size  of  Lender,"  more  directly 
examines  effects  from  consolidation.   This  study  (copy  enclosed) 
presents  evidence  that  large  acquiring  banks  do  not  maintain  the 
small  business  portfolios  of  their  smaller  target  banks. 
However,  that  paper  differs  from  the  New  York  Federal  Reserve 
Bank  study  in  that  it  only  examines  effects  of  mergers  at  banks 
in  New  England,  it  examines  business  loans  secured  by  real  estate 
as  well  as  commercial  and  industrial  loans,  and  the  sample 
includes  savings  as  well  as  commercial  banks. 

Two  economists  on  our  staff  are  currently  engaged  in  a 
national  study  of  the  effects  of  consolidation  on  small  business 
lending.   With  three  years  of  data  (the  fourth  year  should  be 
available  in  August)  from  the  small  business  survey,  they  will 
have  a  large  enough  sample  to  do  more  complete  statistical 
modeling  of  the  effects  of  consolidation.   They  expect  to  examine 
a  broad  range  of  issues  regarding  consolidation,  including 
regional  differences  in  consolidations  as  well  as  the  consequent 
effects  on  small  business  lending.   They  expect  to  have  some 
results  this  summer,  which  we  will  forward  to  you  upon 
completion. 

I  hope  this  information  has  been  helpful.   Please  don't 
hesitate  to  call  or  contact  me  with  any  questions. 


Sincerely, 


^jn^mM^j 


lathy  u/   Minehan 
President  and  Chief  Executive 
Officer 


Enclosure 
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Small  Business  Credit  Availability: 
How  Important  Is  Size  of  Lender? 


Joe  Peek  and     Eric  S.  Rosengren 

Department  of  Economics  Research  Department,  T-8 

Boston  College  Federal  Reserve  Bank  of  Boston 

Chestnut  Hill,  MA  02167  P.O.  Box  2076 

617-552-3686  Boston,  MA   02106-2076 

and  617-973-3090 

Research  Department,  T-8 
Federal  Reserve  Bank  of  Boston 
P.O.  Box  2076 
Boston,  MA   02106-2076 
617-973-3089 


Abstract 

The  recent  relaxation  of  restrictions  on  interstate  banking 
and  branching,  as  well  as  the  likely  relaxation  of  Glass-Steagall 
restrictions,  should  encourage  significant  consolidation  in  the 
banking  industry.   Larger  lenders,  diversified  across  regions  and 
products,  will  undoubtedly  be  less  susceptible  to  adverse 
economic  shocks  that  have  buffeted  the  banking  industry  over  the 
past  decade.   However,  as  small  banks  with  a  small  business  loan 
emphasis  are  absorbed  into  larger,  more  diversified  lenders, 
which  tend  to  focus  much  less  on  small  business  lending,  credit 
availability  to  bank- dependent  small  business  borrowers  should  be 
a  major  public  policy  concern. 

In  New  England,  the  evidence  indicates  that  many  large 
acquirers  have  chosen  not  to  maintain  the  small  business  loan 
portfolios  of  their  smaller  target  banks.   This  reduction  in 
small  business  lending  as  a  result  of  acquisitions  indicates  that 
many  banks  have  little  interest  in  maintaining  the  historical 
lending  relationships  fostered  by  the  small  target  banks.   As 
consolidation  reduces  the  number  of  small  banks  that  focus  on 
small  business  loans,  some  niches  will  be  created  that  can  be 
served  by  de  novo  entry,  although  the  evidence  suggests  that  de 
novo  entry  is  unlikely  to  quickly  fill  any  major  voids  in  small 
business  lending. 


Paper  presented  at  the  Conference  on  Universal  Banking, 
Salomon  Center,  New  York  University  Stern  School  of  Business 

February  24,  1995 
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Small  Business  Credit  Availability:  How  Important  Is  Size  of 
Lender? 

With  the  recent  adoption  of  interstate  branching  and  new 
legislative  initiatives  to  relax  Glass-Steagall  restrictions,  the 
movement  towards  nationwide  banking  should  accelerate  the  ongoing 
consolidation  in  the  banking  industry.   The  regional  shocks  that 
have  caused  financial  distress  in  the  banking  industry  since  the 
early  1980s  have  highlighted  the  costs  associated  with  bank 
specialization  by  region  and  product.   In  those  regions  that  have 
faced  adverse  shocks,  significant  attention  has  been  given  to 
credit  availability  issues,  particularly  to  small  firms  that  tend 
to  be  bank- dependent  borrowers.   While  banks  and  consumers  may 
benefit  from  eliminating  restrictions  on  product  lines  offered  by 
banks,  the  primary  benefit  to  the  macroeconomy  will  be  the 
amelioration  of  the  local  effects  on  credit  availability  of 
regional  or  sector- specif ic  shocks  to  bank  capital,  as  bank 
consolidation  leads  to  increased  geographic  and  product 
diversification  by  banks. 

However,  the  increased  concentration  of  banking  assets  could 
also  introduce  potential  problems  for  the  longer  term.   An  area 
of  particular  concern  is  the  effect  on  the  availability  of  loans 
to  small  businesses.   Small  business  borrowers  traditionally  have 
relied  on  banks  to  satisfy  their  credit  needs.   While  large 
borrowers  increasingly  gain  direct  access  to  national  credit 
markets  by  issuing  commercial  paper  and  bonds,  small  business 
borrowers  continue  to  be  bank  dependent.   Thus,  these  borrowers 
are  particularly  sensitive  to  changes  in  bank  regulation  or  in 
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the  structure  of  the  banking  industry. 

Moreover,  small  businesses  traditionally  have  relied  on 
small  banks  to  provide  a  significant  amount  of  their  financing. 
Banks  are  required  to  limit  their  exposure  to  any  one  borrower  to 
no  more  than  15  percent  of  their  equity,  and  many  choose  a  much 
smaller  threshold.   This  limit  on  borrower  concentration  has  the 
effect  of  restricting  business  lending  by  small  banks  primarily 
to  small  business  loans.   As  the  banking  sector  consolidates 
through  purchases  of  many  of  the  smaller  banks,  the  impact  of  the 
limitations  on  borrower  concentration,  which  have  guaranteed  that 
a  subset  of  banks  would  specialize  in  small  business  loans,  will 
be  mitigated.   As  larger  banks  that  are  not  constrained  by 
borrower  concentration  lending  limits  purchase  small  and  medium- 
sized  banks  with  large  portfolio  shares  of  small  business  loans, 
the  availability  of  small  business  loans  may  become  an  important 
public  policy  issue. 

The  extent  to  which  large  acquiring  banks  retain  these 
portfolios  of  small  loans  will  be  affected  by  the  motivation  for 
the  acquisition.   Are  the  acquiring  banks  most  interested  in  low- 
cost  core  deposits,  an  increased  market  share,  a  more  balanced 
geographic  coverage  of  the  franchise,  or  expertise  in  particular 
lines  of  business,  including  the  accumulated  stock  of  private 
information  about  small  loan  customers  at  these  small  banks? 
That  is,  are  acquirers  after  the  asset  side  or  the  liability  side 
of  the  acquired  bank's  balance  sheet,  and  if  the  former,  the 
wholesale  or  retail  lines? 
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Since  small  business  lenders  have  accumulated  a  stock  of 
private  information  about  their  small  business  customers,  small 
business  lending  could  be  a  profitable  line  of  business  for  an 
acquiring  bank,  even  if  it  is  not  currently  an  area  of  emphasis. 
If  this  is  so,  we  may  have  little  to  fear  regarding  reduced 
credit  availability  to  small  businesses.   However,  if  the 
information  is  not  easily  transferred,  or  if  small  business  loans 
are  uneconomical  given  the  overhead  costs  of  many  larger 
institutions,  over  time  the  acquirer  may  jettison  this  acquired 
line  of  business.   It  remains  an  open  question  how  readily  other 
existing  banks  or  de  novo  banks  would  fill  the  consequent  void. 

The  50  largest  lenders  to  small  businesses  currently  account 
for  approximately  20  percent  of  the  small  business  loan  market 
nationwide.   While  the  list  includes  a  number  of  the  largest 
banks  in  the  country,  it  is  dominated  by  the  superregionals . 
Since  these  banks  have  been  involved  in  a  large  number  of  recent 
acquisitions  of  small  banks,  it  is  not  yet  clear  whether  their 
apparent  emphasis  on  small  business  lending  is  simply  an  artifact 
of  the  recent  acquisitions  that  have  not  yet  been  digested  or, 
instead,  reflects  a  commitment  to  a  longer-term  business  strategy 
that  includes  this  as  a  major  line  of  business.   Because  the 
largest  bank  holding  companies  are  likely  to  expand  their  already 
large  share  of  this  business  as  a  result  of  additional 
acquisitions  of  small  and  medium- sized  banking  organizations,  it 
will  be  important  to  monitor  how  consolidation  affects  small 
business  lending. 
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This  paper  examines  the  significance  of  consolidation  in  the 

banking  industry  for  the  availability  of  small  business  credit. 

I 
Using  a  cross-section  data  set  of  New  England  banks  that  includes   | 

i 

the  structure  changes  that  have  occurred  in  that  market  and  a 
newly  available  survey  of  bank  lending  to  small  business,  we 
examine  how  the  small  business  lending  market  has  been  altered  by   j 
bank  acquisitions.   The  first  section  will  examine  who  lends  to 
small  businesses  nationwide.   While  small  banks  do  lend  primarily 
to  small  businesses,  large  banks  account  for  a  surprisingly  large   i 
share  of  small  business  lending.   The  second  section  discusses 
the  benefits  of  having  large,  nationwide  lenders.   In  particular,   ; 
we  emphasize  how  increased  geographic  diversification  by  banks 
can  reduce  the  costs  to  loan  customers  of  the  sharply  reduced 
credit  availability  associated  with  adverse  regional  or  local 
shocks  to  bank  capital.   The  third  section  examines  the  potential 
problems  associated  with  small  banks  being  acquired  by  larger 
entities  that  may  have  little  interest  in  continuing  historical 
lending  relationships.   Frequently,  small  business  loans  decrease 
both  after  the  announcement  of  an  acquisition  and  after  the 
acquisition  is  consummated.   The  final  section  provides  some 
concluding  remarks  on  how  bank  consolidation  may  affect  small 
business  lending. 

I.  Overview  of  the  Small  Business  Lending  Market 

Despite  the  importance  of  the  small  business  lending  market 
to  banks  and  borrowers  alike,  few  data  about  these  loans  were 
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available  in  the  past.   Recently,  however,  the  Congress  has  been 
concerned  about  the  effect  of  credit  contractions  on  small 
business.   As  a  result,  federal  bank  regulators  now  are  required 
to  collect  information  annually  on  small  business  loans, 
beginning  with  the  second-quarter  1993  bank  call  reports.   Banks 
are  asked  for  data  on  two  types  of  business  loans- -nonf arm, 
nonresidential  loans  and  commercial  and  industrial  loans --in 
three  size  categories:  loans  less  than  $100,000,  less  than 
$250,000,  and  less  than  $1  million.   While  this  information  is 
quite  informative  about  the  pattern  of  small  business  lending,  it 
must  be  interpreted  with  caution.   First,  the  size  of  the  loan, 
rather  than  the  size  of  the  business  borrower,  is  used  to  define 
"small  business  lending."   Second,  because  it  is  a  new  survey,  it 
is  likely  that  numerous  reporting  errors  may  have  been  made  by 
banks,  in  some  instances  the  result  of  a  misinterpretation  of  the 
question. 

Size  of  business  rather  than  size  of  loan  is  obviously  a 
preferred  measure.   Presumably  this  question  was  asked  in  terms 
of  size  of  loan  for  call  report  purposes  to  minimize  the  cost  to 
banks  of  complying  with  the  question,  since  loan  size  would  be 
readily  available,  but  size  of  business  would  require  examining 
each  loan  file.   Scanlon  (1981)  found  that  loan  size  did  serve  as 
a  good  proxy  for  borrower  size  for  very  large  loans  and  for  very 
small  loans,  but  less  so  for  the  middle  range.   One  might  be 
concerned  that  when  large  firms  make  a  partial  takedown  of  a  loan 
commitment  or  draw  on  a  large  credit  line,  it  would  be  counted  as 
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a  small  loan.   However,  this  survey  asks  questions  in  terms  of 
"original  amounts"  of  loans,  carefully  defined  to  ascertain  the 
size  of  the  total  credit  granted  to  the  firm  rather  than  a 
particular  bank's  share  of  a  participated  or  syndicated  credit, 
or  the  size  of  a  particular  draw  against  a  line  of  credit  or 
commitment . ! 

Because  this  is  a  new  survey,  bank  answers  may  have  suffered 
from  being  on  the  early  portion  of  a  learning  curve.   In  fact, 
Berger  and  Udell  (1995)  find  inconsistencies  between  the  small 
business  survey  data  on  the  call  report  and  the  Survey  of  Terms 
of  Bank  Lending  data.   In  particular,  they  find  that  banks 
answering  the  question  as  to  whether  all  or  substantially  all  of 
their  nonfarm,  nonresidential  real  estate  loans  and  commercial 
and  industrial  loans  had  original  amounts  of  $100,000  or  less  may 
have  answered  in  terms  of  number  of  loans  rather  than  volume  of 
loans,  as  intended.   However,  this  explanation  accounts  for  only 
a  portion  of  the  general  underreporting  of  original  amounts  found 
by  Berger  and  Udell  (1995)  .   Furthermore,  the  underreporting  is 
much  more  important  for  the  smaller  loan  sizes.   For  our  study, 
we  have  minimized  the  problems  by  using  the  $1  million  or  less 
loan  category  as  our  definition  of  small  business  loans;  we  have 
also  carefully  scrutinized  the  small  loan  data  for  New  England, 
identifying  what  appeared  to  be  egregious  errors  and  following  up 
with  a  phone  call  to  the  bank  for  an  explanation  or  correction. 
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The  Importance  of  Small  Business  Lending  to  Banks,  by  Size  of 
Bank 

The  upper  panel  of  Table  1  shows  small  business  loans  as  a 
share  of  total  business  loans  outstanding  at  all  FDIC- insured 
banks  in  the  United  States,  ordered  by  bank  asset  size  as  of  June 
30,  1994.   Not  surprisingly,  loans  to  small  businesses  account 
for  most  business  lending  by  small  banks.   Banks  are  required  to 
limit  their  exposure  to  any  one  borrower  to  no  more  than  15 
percent  of  their  equity,  and  frequently  they  impose  even  lower 
internal  limits.   This  limit  on  borrower  concentration  has  the 
effect  of  restricting  small  banks  primarily  to  small  loans. 

Perhaps  more  surprising  is  the  proportion  of  small  business 
loans  held  by  the  larger  banks.   For  banks  with  assets  of  between 
$1  billion  and  $5  billion,  small  business  loans  (loans  under  $l 
million)  make  up  43  percent  of  their  nonfarm,  nonresidential 
loans  and  37  percent  of  their  commercial  and  industrial  (C&I) 
loans.   Only  at  the  largest  banks,  those  with  assets  of  over  $5 
billion,  does  the  share  of  these  small  business  loans  drop  below 
one- third,  accounting  for  only  32  percent  of  nonfarm, 
nonresidential  loans  and  17  percent  of  C&I  loans.   However,  this 
difference  in  the  shares  of  small  business  loans  held  by  large 
compared  to  small  and  mid-sized  banks  may  change  in  the  next  few 
years,  as  the  largest  banks  continue  to  acquire  small  and  medium- 
sized  banks. 
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Market  Shares  of  Business  Loans,  by  Size  of  Bank 

The  lower  panel  of  Table  1  shows  the  1994:11  distribution  of 

i 
small  business  loans  among  FDIC- insured  banks,  grouped  by  the 

size  of  the  bank.   Mid-sized  banks  continue  to  hold  large  shares 

of  total  outstanding  bank  loans  to  small  businesses.   Bank  asset 

size  categories  from  $300  million  to  $1  billion  and  $1  billion  to    ( 

$5  billion  each  account  for  approximately  16  percent  of  the 

market . 

While  small  loans  do  not  constitute  a  particularly  large 

part  of  the  portfolios  of  the  largest  banks,  a  large  bank's  share 

of  total  loans  to  small  businesses  can  be  relatively  large 

because  of  the  size  of  the  overall  institution.   Banks  with 

assets  over  $5  billion  hold  29  percent  of  all  small  business 

loans  held  by  banks.   This  is  a  significantly  smaller  market 

share  than  their  holdings  of  total  business  loans,  but  still  a 

major  market  share,  given  that  loans  to  small  business  make  up 

only  22  percent  of  total  business  loans  held  by  the  largest 

banks . 

The  Largest  Small  Business  Lenders 

Table  2  lists  the  top  25  small  business  lenders  in  the 
country,  which  include  four  of  the  ten  largest  banks  in  the 
country  based  on  total  assets.   These  four  banks  account  for  7.1 
percent  of  all  business  loans,  but  only  2.5  percent  of  all  small 
business  loans. 

This  group  of  25  banks  is  somewhat  heterogeneous.   While  a 
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bank  must  be  large  to  qualify  for  this  list  (all  are  included  in 
the  top  86  banks  in  the  country  based  on  assets) ,  size  alone  is 
not  sufficient.   Among  the  large  money  center  banks  located  in 
New  York  and  Chicago,  only  Citibank,  the  largest  bank  in  the 
country,  is  included.   Nor  is  a  focus  on  small  business  lending 
sufficient,  for  the  small  business  share  of  business  loans  of 
banks  on  this  list  ranges  from  54.4  percent  down  to  as  little  as 
7.5  percent.   Still,  half  the  banks  on  the  list  are  also  in  the 
top  2  5  banks  by  asset  size,  and  half  have  small  business  loan 
shares  in  excess  of  25  percent. 

Many  of  the  largest  small  business  lenders  are 
superregionals .   Five  Nationsbank  subsidiaries  and  two  Key  Bank 
subsidiaries  are  included  in  the  top  25.   Many  of  the  large 
superregionals  have  grown  rapidly  over  the  past  10  years,  as  they 
acquired  smaller  banks  following  regional  compacts  that  relaxed 
restrictions  on  interstate  banking.   While  the  acquisition  of 
small  banks  that  focus  on  small  business  loans  may  have  accounted 
for  their  status  as  major  small  business  lenders,  it  remains  to 
be  seen  whether  this  concentration  in  small  business  loans  will 
be  retained  as  these  banks  continue  to  grow. 

While  some  holding  companies  appear  to  have  a  corporate 
strategy  that  focuses  on  small  business  lending,  many  of  the 
other  major  lenders  to  small  business  are  less  clearly  targeting 
small  business  lending.   For  example,  the  Key  Banks  have  focused 
on  small  business  lending,  with  the  two  subsidiaries  in  the  top 
25  small  business  lenders  each  having  more  than  40  percent  of  its 
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business  loans  of  a  size  below  $1  million.   In  contrast,  among 
the  Nationsbank  subsidiaries,  the  percentage  of  small  business 
loans  to  total  business  loans  ranges  from  10.8  percent  in  Texas 
to  44.5  percent  in  South  Carolina. 

II.  Potential  Benefits  of  Large  Lenders:   Diversification  across 
Regions  and  Products 

To  examine  the  potential  benefits  and  costs  of  universal 
banking,  we  focus  on  the  recent  experience  of  banks  in  New 
England  for  a  number  of  reasons.   First,  the  region  has  recently 
experienced  significant  problems  with  credit  availability  to 
small  businesses.   Thus,  the  lack  of  large,  well -diversified 
national  lenders  insulated  from  regional  economic  downturns  is 
most  starkly  apparent  in  this  region.   Second,  we  have  a 
comprehensive  bank  structure  file  for  this  region,  enabling  us  to 
identify  mergers,  failures,  and  asset  transfers  at  these  banks. 
Third,  New  England  has  experienced  significant  consolidation  and 
de  novo  entry,  making  it  an  ideal  region  in  which  to  examine  the 
effects  of  consolidation  and  new  entry  on  small  business  lending. 

The  upper  panel  of  Table  3  shows  small  business  loans  as  a 
share  of  total  business  loans  outstanding  at  all  FDIC- insured 
banks  in  New  England,  ordered  by  bank  asset  size  as  of  June  30, 
1994.   The  share  of  small  business  loans  (less  than  $1  million) 
relative  to  total  business  loans  is  similar  to  that  of  the  United 
States,  as  shown  in  Table  1.   However,  the  shares  for  smaller 
loan  sizes,  particularly  at  the  smaller  banks,  do  show  larger 


185 


differences  compared  to  the  nationwide  sample.   In  the  bottom 
panel,  the  shares  of  small  business  loans  held  by  New  England 
banks  compared  to  the  national  sample  again  differ  more  the 
smaller  the  bank  size  class  and  the  smaller  the  size  of  loan. 
However,  for  loans  of  less  than  $1  million,  the  primary 
difference  is  that  New  England  banks  with  less  than  $100  million 
in  assets  hold  a  share  that  is  substantially  lower  than  that  for 
banks  nationwide,  17  percent  nationwide  but  only  7  percent  in  New 
England,  with  the  offset  appearing  in  the  $300  million  to  $5 
billion  bank  asset  classes. 

Ameliorating  the  Consequences  of  Regional  Capital  Shocks 

One  of  the  major  benefits  of  having  large,  well-diversified 
lenders  is  that  bank  capital  shocks  will  be  ameliorated.   The 
costs  of  having  geographically  specialized  lenders  have  been  made 
particularly  clear  by  the  recent  experience  in  New  England. 
Figure  1  shows  aggregate  capital-to-asset  ratios  for  commercial 
banks  in  New  England  and  the  United  States  from  1960: IV  through 
1994:11,  with  shading  indicating  recession  periods.2  From  1960 
to  the  mid  1970s,  bank  capital  ratios  declined  steadily,  showing 
relatively  little  sensitivity  to  recession  periods.   Both  series 
temporarily  rebounded  in  1975  and  1976.   The  national  series  then 
rose  gradually  throughout  the  1980s  and  at  an  accelerated  pace  in 
the  early  1990s.   In  New  England,  however,  the  decline  continued 
until  1983,  when  the  ratio  began  to  rise.   This  rise  was  then 
interrupted  by  a  dramatic,  but  temporary,  decline  in  1989  and 


186 


1990,  followed  by  a  sharp  rise  in  the  early  1990s. 

Figure  1  also  shows  that  the  overall  decline  in  bank  capital 
ratios  was  greater  in  New  England  than  in  the  rest  of  the 
country.   And,  unlike  the  national  trend,  a  final  sharp  decline 
preceded  the  most  recent  recession.   Not  only  was  the  overall 
decline  sharper  in  New  England,  but  the  subsequent  recovery 
appears  more  dramatic.   In  fact,  the  particularly  sharp  initial 
rise  in  the  capital  ratio  in  New  England  was  accomplished  in 
large  part  through  reductions  in  assets.   Had  large  nationwide 
banks  been  active  in  New  England,  the  repercussions  of  the  loss 
in  bank  capital  in  the  region  would  have  been  significantly 
ameliorated.   Thus,  one  of  the  major  features  of  large  nationwide 
lenders,  diversification  across  regions  and  products,  should  act 
to  ensure  that  regional  recessions  no  longer  affect  such 
institutions  to  the  same  degree,  significantly  softening  the 
regional  effects  on  loan  supply  of  a  shock  to  bank  capital  in 
that  particular  region. 

The  extent  of  the  recent  reduction  in  credit  availability  as 
a  result  of  loan  supply  shocks  has  been  documented  in  two  studies 
by  Peek  and  Rosengren  (1995a,  1995b) .   The  first  study  (1995a) 
finds  that  large  New  England  banks  shrank  as  a  result  of  formal 
regulatory  actions,  with  the  shrinkage  generally  occurring  in 
loans  rather  than  securities  holdings.  The  second  study  expands 
the  analysis  to  include  an  explicit  test  that  is  able  to  identify 
a  regulatory- induced  constraint  on  bank  loan  supply,  unlike 
recent  credit  crunch  studies  that  rely  on  bank  capital-to-asset 
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ratios  to  proxy  for  supply  constraints,  which  have  difficulty 
disentangling  the  loan  supply  and  loan  demand  components  of  the 
observed  reduction  in  loans. 

The  evidence  surrounding  this  regulatory- induced  event  is 
inconsistent  with  the  hypothesis  that  regulatory  actions  serve  as 
a  proxy  for  loan  demand  shocks.   In  the  quarters  immediately 
prior  to  a  regulatory  action,  loans  were  increasing.   Then,  in 
the  precise  quarter  of  the  regulatory  action,  loans  decreased 
abruptly  and  then  continued  to  decrease.   These  regulatory 
actions  occurred  at  individual  institutions  at  different  times 
over  the  entire  sample  period.   Their  effects  were  found  to  be 
significant,  even  though  the  estimated  equation  included  a 
variety  of  other  variables  to  proxy  for  loan  demand  shocks, 
including  variables  to  capture  portfolio  concentrations  of  the 
individual  banks  and  over  100  time  and  location  dummy  variables . 
In  addition,  these  loan  supply  constraints  were  found  to  be 
particularly  important  at  small  banks  and  in  lending  categories 
likely  to  be  dominated  by  borrowers  dependent  on  bank  financing. 

To  determine  the  magnitude  of  the  effect  of  formal  actions 
on  this  study's  sample  of  all  New  England  banks,  the  following 
regression  taken  from  Peek  and  Rosengren  (1995b)  was  reestimated: 

A^Li  =  a1+(ea+a,^i)i%i,e+a4^^{i-Mi,t)+pjriit.1*eiit  (D 

The  dependent  variable  is  the  change  in  total  loans  of  bank  i 
scaled  by  total  assets  of  bank  i.   The  equation  includes  a  dummy 
variable  for  formal  actions  (FA)  with  a  value  of  one  for  any 
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quarter  the  bank  is  under  a  formal  regulatory  action  and  zero 
otherwise . 

Because  formal  actions  specify  a  leverage  ratio,  usually  6 
percent,  that  the  bank  is  legally  required  to  achieve,  the  most 
poorly  capitalized  banks  have  the  greatest  incentive  to  shrink. 
Thus,  the  magnitude  of  the  effect  of  formal  actions  on  the  change 
in  loans  may  differ  across  banks,  in  particular  because  it  is 
related  to  a  bank's  beginning -of -period  (end-of -previous-period) 
leverage  ratio.   Consequently,  the  coefficient  on  FA  has  been 
specified  to  be  a  function  of  the  leverage  ratio,  with  a3 
predicted  to  be  positive.   We  also  have  included  the  leverage 
ratio  for  banks  not  under  a  formal  action  as  an  argument  in  the 
equation  to  allow  for  the  possibility  that  a  bank  would  respond 
by  voluntarily  rebuilding  its  capital  ratio  even  in  the  absence 
of  a  formal  action.   That  is,  this  specification  allows  one  to 
distinguish  between  bank  responses  that  are  voluntary  and  those 
that  are  imposed  by  regulators.   We  anticipate  that  being  below 
minimum  capital  requirements  may  not  in  itself  generate  a  bank 
response  to  restore  its  capital  position  in  the  absence  of  formal 
regulatory  actions,  implying  that  a3   >   at  . 

While  many  of  the  differences  across  banks  in  the  demand  for 
loans  will  be  ameliorated  by  concentrating  on  banks  in  one 
geographic  region,  this  study  also  includes  a  series  of 
classification  variables  intended  to  control  for  any  remaining 
differences  in  loan  demand  shocks  arising  from  a  bank's  size,  its 
specialization  in  particular  types  of  lending  activities,  volume 
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of  troubled  loans,  and  bank  charter  type,  as  well  as  a  set  of 
dummy  variables  for  each  o.f  the  six  New  England  states  interacted 
with  a  set  of  quarterly  time  dummy  variables,  one  for  each 
quarter  in  the  sample.   The  estimation  technique  is  a  variance 
components  model.   For  a  more  detailed  description  of  the 
estimation  technique  and  variables,  see  Peek  and  Rosengren 
(1995b) . 

Using  estimates  of  equation  1  for  total  loans  on  the  sample 
of  FDIC- insured  New  England  commercial  and  savings  banks,  it  is 
possible  to  calculate  the  total  effect  of  the  formal  actions  on 
bank  lending.   Because  leverage  ratios  with  and  without  formal 
actions  have  different  estimated  impacts,  the  effect  of  the 
leverage  ratio  also  must  be  incorporated  in  order  to  calculate 
the  net  impact  of  formal  actions  on  loan  shrinkage.   That  is,  it 
is  necessary  to  calculate  the  magnitude  of  the  effect  over  and 
above  what  would  have  occurred  because  of  low  leverage  ratios  in 
the  absence  of  formal  actions.   The  total  effect  of  formal 
actions  is  thus  calculated  as  a2   +  (a3    -  aj  *K/A  (here,  the 
calculation  is  -1.33  +  (.16  -  .03)*K/A)  summed  over  all  banks 
under  formal  actions. 

Figure  2  shows  the  path  of  actual  bank  loans  in  New  England 
during  the  1989:11  to  1994:11  period,  compared  to  this  study's  <* 
estimate  of  the  magnitude  of  bank  loans  in  the  absence  of  formal 
actions.  The  latter  path  is  derived  by  adding  to  actual  loans 
this  study's  measure  of  the  reduction  in  bank  loans  attributable 
to  formal  actions.   The  figure  shows  that  from  the  peak  in 
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1989:111  to  the  trough  in  1993:1,  loans  held  by  New  England  banks 
dropped  by  30  percent.   Of  that  $55  billion  decline  in  bank 
loans,  18  percent  can  be  attributed  to  formal  actions.   The 
magnitude  of  the  decline  that  can  be  attributed  to  formal  actions 
indicates  that  these  regulatory  actions  may  have  been  an 
important  contributor  to  the  credit  crunch  that  occurred  in  New 
England  during  this  period. 

If  New  England  had  had  banking  institutions  that  were 
diversified  across  regions  and  products,  the  credit  availability 
problems  would  have  been  significantly  diminished.   Capital  for 
banks  in  the  region  would  not  have  been  as  dependent  on  the  local 
economy,  and  many  banks  would  have  been  in  a  position  to  fill  the 
voids  created  as  some  of  the  less  diversified  banks  were  forced 
to  shrink. 

III.  Potential  Costs  of  Universal  Banking 

While  many  large  banking  institutions  have  chosen  to  focus 
on  small  business  lending,  it  remains  an  open  question  whether 
large  banks  will  find  small  business  lending  profitable  in  the 
long  run.   Evidence  from  acquisitions  in  New  England  indicates 
that  small  business  lending  portfolios  frequently  are  not 
retained  by  large  banks  that  acquire  smaller  banks.   Large  banks 
have  been  less  aggressive  in  attracting  small  business  loans,  and 
when  they  acquire  small  banks  with  large  shares  of  small  business 
loans,  these  loans  generally  decline. 
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Small  Business  Lending  in  New  England 

Table  4  shows  the  changes  in  s.~mall  business  loans  for  FDIC- 
insured  banks  in  New  England  that  were  neither  an  acquirer  nor  a 
target  of  an  acquisition  from  1993:11  to  1994:11  and  neither 
purchased  nor  sold  branches  during  this  period.   For  each  bank 
asset  size  category,  we  include  the  mean  share  of  small  business 
loans  relative  to  total  assets  in  1993:11  (Share93),  the  mean 
share  of  small  business  loans  relative  to  total  assets  in  1994:11 
(Share94) ,  the  change  over  the  year  in  the  mean  share  of  small 
business  loans  relative  to  total  assets  (CHShare) ,  the  mean  of 
the  change  in  small  business  loans  divided  by  assets 
(CHSmallbus/Assets) ,  and  the  percentage  change  in  total  bank 
assets  (CHAssets/Assets)  . 

For  this  sample  of  banks  unaffected  by  acquisitions  during 
this  one-year  window,  small  business  loans  increased  at  the 
smallest  institutions  and  decreased  at  the  largest  institutions. 
While  small  business  loans  increased  at  banks  with  assets  under 
$300  million,  the  mean  share  relative  to  assets  at  these  banks 
declined  somewhat,  reflecting  even  faster  growth  of  total  assets. 

However,  in  each  of  the  three  largest  size  categories,  small 
business  loans  decreased,  both  absolutely  and  as  a  share  of  total 
assets.   In  the  case  of  the  five  banks  with  assets  above  $5 
billion,  holdings  of  small  business  loans  decreased  despite  a  15 
percent  increase  in  total  assets.   Thus,  the  smallest  banks  that 
focus  on  small  business  lending  showed  increases  in  small 
business  loans,  while  the  larger  banks,  some  of  which  expanded 


192 


quite  rapidly,  contracted  their  lending  to  small  business 
customers . 

Acquisitions  and  Small  Business  Lending 

Table  5  provides  information  on  the  set  of  FDIC- insured  New 
England  banks  that  acquired  other  FDIC- insured  institutions 
during  the  1993:11-1994:11  period,  ordered  by  their  beginning-of - 
period  assets.3  To  compare  shares  of  small  business  loans  at  the 
beginning  and  end  of  the  period,  it  is  necessary  to  adjust  the 
surviving  institutions  for  acquisitions  that  occurred  between 
1993:11  and  1994:11.   To  make  the  data  comparable,  we  force 
merged  the  institutions  so  that  any  bank  acquired  during  the 
window  is  treated  as  if  the  acquisition  were  consummated  in 
1993:11.   In  this  way,  we  are  able  to  compare  data  for  the  same 
"institution"  across  time.   For  example,  to  compare  the  small 
business  loan  shares  at  a  given  bank,  we  would  compare  Merged 
Share94  with  Merged  Share93,  not  with  the  premerger  Share93. 
Thus,  all  changes  are  calculated  with  the  forced-merged  data. 
However,  Share93  does  provide  useful  information  by  serving  as  a 
premerger  benchmark  for  the  small  business  loan  share  of  assets 
at  the  acquiring  bank.   This  can  be  interpreted  as  an  indicator 
of  the  longer- run  desired  share  to  which  the  bank  may  return 
after  digesting  new  acquisitions. 

We  also  highlight  several  factors  that  would  influence  the 
merged  shares.   Three  institutions  acquired  branches  or  non-bank 
subsidiaries  during  this  period.   However,  because  of  data 
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limitations  these  asset  acquisitions  could  not  be  incorporated 
into  the  forced -merger  procedure.   Formal  regulatory  actions  are 
also  highlighted  for  the  reason  described  earlier:   Formal 
actions  tend  to  retard  the  overall  growth  of  institutions.   The 
termination  of  a  formal  action  is  noted  as  well,  because  its 
removal  may  eliminate  a  supply  constraint  on  that  bank's  lending. 
We  also  note  acquisitions  that  occurred  in  1992  or  the  first  half 
of  1993,  because  the  bank  may  still  be  digesting  the  earlier 
acquisition (s) ,  affecting  the  ability  of  the  (premerger)  Share93 
variable  to  serve  as  an  accurate  benchmark.   For  example,  if  an 
acquiring  bank  had  not  yet  fully  readjusted  its  loan  portfolio 
from  a  recent  acquisition  of  a  bank  with  a  high  share  of  small 
business  loans,  the  premerger  Share93  would  overstate  the  bank's 
longer-run  desired  small  loan  share. 

Only  the  two  smallest  institutions  increased  their  (merged) 
shares  of  small  business  loans  during  this  period.   These  two 
banks  increased  their  shares  of  small  business  loans  both 
relative  to  their  initial  shares  and  relative  to  their  shares 
after  force  merging.   In  each  instance,  the  change  in  small 
business  loans  was  dramatic,  2.95  and  4.67  percent  of  assets, 
respectively.   And,  in  the  case  of  the  smallest  institution,  this 
increase  occurred  even  though  the  bank  was  shrinking  its  assets, 
presumably  because  it  was  under  a  formal  regulatory  action. 

Among  the  11  larger  acquirers,  each  decreased  its  (merged) 
share  of  small  business  loans,  with  only  three  banks  showing 
increased  holdings  of  small  business  loans.   Eight  of  the  11 
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banks  initially  increased  their  share  of  small  business  loans  as 
a  result  of  the  acquisition,  consistent  with  acquiring  smaller 
banks  with  a  higher  share  of  small  business  loans.   However,  of 
the  eight  banks,  by  1994:11  five  had  reduced  their  shares  of 
small  business  loans  to  or  below  their  premerger  1993:11  values. 
And  of  the  three  acquirers  that  made  acquisitions  that  reduced 
their  small  business  loan  shares,  each  had  a  share  of  small 
business  loans  in  1994:11  below  that  prior  to  the  acquisition. 
Thus,  while  the  smallest  acquirers  were  aggressively  increasing 
their  shares  of  small  business  loans,  the  larger  acquirers  did 
not  retain  the  acquired  small  business  loan  portfolios.   Of  the 
three  larger  acquirers  that  actually  increased  their  small 
business  loan  holdings,  each  had  large  increases  in  assets,  but 
only  a  small  increase  in  small  business  loans. 

Table  6  shows  the  three  FDIC- insured  New  England  banks  that 
remained  independent  after  being  acquired  and  the  12  FDIC- insured 
New  England  banks  that  had  mergers  announced  but  not  consummated 
during  the  1993:11-1994:11  period.   Of  the  three  banks  that 
remained  independent,  only  the  smallest  increased  its  small 
business  lending  and  all  three  banks  decreased  their  share  of 
small  business  loans  relative  to  assets.   For  acquisitions  that 
were  announced  but  not  consummated,  three  of  the  four  smallest 
institutions  increased  their  small  business  loans,  while  the 
eight  largest  institutions  decreased  their  small  business  loans. 
Only  two  of  the  12  institutions  actually  increased  their  shares 
of  small  business  loans,  with  one  a  case  of  a  substantial 
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decrease  in  assets  overwhelming  a  slight  decline  in  small 
business  loans. 

This  case  study  of  New  England  banks  raises  issues  of 
whether  larger  institutions  will  retain  small  business  loans. 
Unfortunately,  it  is  impossible  to  distinguish  whether  these 
decreases  in  small  business  loan  shares  reflect  the  choices  of 
lenders  or  of  borrowers.   On  the  one  hand,  a  target  bank  may  be 
adjusting  its  portfolio  composition  to  conform  to  the  wishes  of 
its  eventual  acquirer.   On  the  other  hand,  small  firms  value 
lending  relationships  and  perhaps  the  flexibility  and  personal 
attention  often  less  available  at  larger  banks,  and  thus  tend  to 
have,  and  benefit  from,  banking  relationships  at  small  banks 
(see,  for  example,  Petersen  and  Rajan  1994;  Berger  and  Udell 
1994;  Elliehausen  and  Wolken  1990).   Consequently,  the  reductions 
in  small  business  loans  at  these  banks  may  reflect  a  desire  among 
small  business  borrowers  to  terminate  their  relationship  with  the 
target  bank  in  order  to  establish  a  lending  relationship  with 
another  small  bank.   In  this  way,  a  small  firm  would  avoid  having 
its  primary  banking  relationship  switched  to  the  larger  acquiring 
bank  that  may  be  less  able  to  satisfy  its  needs  and,  at  the  same 
time,  avoid  the  uncertainty  associated  with  having  its  primary 
lending  relationship  with  a  bank  faced  with  the  upheaval  of  an 
acquisition. 

By  absorbing  small  bank  loan  portfolios  into  larger  banks, 
the  borrower  concentration  constraint  associated  with  the 
acquired  portfolio  is  relaxed,  freeing  the  acquiring  bank  to 
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reallocate  portfolio  shares  away  from  small  loans  if  it  so 
chooses.   Small  banks,  on  the  other  hand,  have  little  choice. 
Because  of  their  small  capital  base,  their  business  is,  for  the 
most  part,  limited  to  small  loans.   To  be  successful,  they  must 
be  able  to  exploit  their  information  advantages  to  offset  any 
loss  in  economies  from  their  small  size.   Given  that  numerous 
studies  have  documented  that  small  banks  are  generally  more 
profitable  than  large  banks,  apparently  many  small  banks  are  able 
to  do  this  well  (for  example,  Boyd  and  Graham  1991) .   If  the 
larger  acquiring  bank  retains  the  acquired  small  loan  portfolio, 
it  must  be  because  the  larger  bank  believes  it  can  maintain  the 
business  line's  profitability.   However,  to  keep  a  small  loan 
portfolio  viable,  a  large  bank  must  hold  down  the  fixed  costs 
associated  with  making  these  loans,  while  at  the  same  time  being 
more  flexible  in  its  loan  underwriting  procedures  than  may  have 
previously  been  the  case. 

This  case  study  of  small  business  loans  in  New  England 
indicates  that  most  acquisitions  by  larger  banks  actually  result 
in  a  shrinkage  of  small  business  loans.   Thus,  it  appears  that 
most  of  these  acquisitions  are  driven  by  reasons  other  than 
acquiring  the  small  business  loan  portfolios  of  smaller  banks. 
It  is  possible  that  acquiring  core  deposits,  greater  geographic 
diversity,  or  potential  cost  savings,  rather  than  the  small 
business  loan  portfolios  and  the  associated  business  expertise 
and  private  information  about  loan  customers,  drive  these 
acquisitions.   Consistent  with  this  view,  Whalen  (1994)  argues 
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that  mergers  are,  in  part,  driven  by  gains  in  operational 
efficiencies,  since  he  finds  that  intracompany  mergers  of 
subsidiary  banks  by  multibank  holding  companies  result  in 
significant,  positive  abnormal  stock  returns.   Similarly,  Cornett 
and  Tehranian  (1992)  find  that  merged  banks  tend  to  have  better 
than  average  performance,  perhaps  associated  with  being  better 
able  to  attract  loan  and  deposit  customers  as  we'll  as  attaining 
gains  in  efficiency. 

If  larger  institutions  choose  not  to  maintain  a  significant 
presence  in  small  business  lending,  it  becomes  critical  for  small 
business  borrowers  to  find  other  small  banks  interested  in  having 
small  business  loan  customers.   As  consolidation  continues, 
borrowers  in  some  areas  may  have  few  viable  alternatives  for 
satisfying  their  small  business  borrowing  needs.   This  will 
require  existing  small  business  lenders  to  increase  their  market 
share  or  de  novo  entry  to  fill  the  gap. 

Can  De  Novo  Banks  Fill  the  Void? 

If  a  void  in  small  business  lending  were  to  occur  as  a 
result  of  acquisitions  by  large  lenders,  would  de  novo  entry  be 
able  to  fill  the  gap?   Some  guidance  may  be  provided  by  examining 
the  experience  in  New  England  over  the  past  decade,  a  period  of 
unusually  active  de  novo  entry.   During  that  time,  80  new  FDIC- 
insured  banks  were  created  in  New  England.   As  can  be  seen  in 
Table  7,  most  new  entries  occurred  during  a  boom  period  in  New 
England,  with  56  banks  started  from  1985  through  1988.   With  the 
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collapse  in  real  estate  prices  and  the  accompanying  increase  in 
nonperf orming  loans  at  most  banks,  de  novo  entry  dramatically 
declined  during  the  subsequent  years  of  widespread  banking 
problems,  with  only  seven  new  entrants  over  the  past  four  years. 
Thus,  while  research  has  documented  diminished  credit 
availability  in  New  England  in  the  early  1990s,  it  resulted  in 
relatively  little  entry.   Instead,  entry  occurred  during  a  period 
characterized  by  rapidly  expanding  loan  portfolios  at  most  banks 
in  New  England. 

Although  spawned  by  a  boom  period,  fewer  than  half  of  the 
New  England  banks  started  from  1985  through  1988  are  still  in 
existence  as  independent  banks,  and  not  one  has  yet  grown  to  be  a 
large  bank.   Of  the  56  banks,  20  had  failed  by  1994  and  another 
11  were  acquired  in  non-assisted  transactions  (five  of  which  were 
mergers  within  the  same  holding  company) ,  leaving  only  25  of  the 
de  novo  banks  started  between  1985  and  1988.   The  average  size  of 
these  survivors  remains  quite  small,  despite  their  being  in 
existence  for  more  than  five  years.   One  might  suspect  that  this 
is  a  consequence  of  selection  bias,  perhaps  with  the  faster- 
growing  de  novo  banks  being  more  successful  and  thus  becoming 
attractive  acquisitions  for  larger  banks,  or  perhaps  just  the 
opposite,  with  the  faster-growing  banks  accomplishing  their 
growth  through  excessive  risk-taking  and  consequently  failing. 
However,  this  is  not  apparent  from  the  data.   The  assets  of  both 
failed  and  acquired  banks  from  this  set  of  de  novo  banks  averaged 
well  under  $100  million. 
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Similarly,  the  average  size  of  the  more  recent  de  novo  banks 
remains  well  below  $100  million.   Thus,  de  novo  banks  could  fill 
any  void  created  by  a  credit  crunch  or  bank  consolidation  only  to 
a  limited  extent,  given  the  small  number  of  recent  new  entrants 
and  their  small  average  size.   And  the  timing  appears  such  that 
entry  occurs  in  the  good  times,  rather  than  in  periods  when  banks 
are  under  severe  pressure  and,  thus,  more  likely  to  be 
contracting  lending  than  expanding  it. 

The  second  panel  of  Table  7  provides  an  indication  of  the 
areas  of  specialization  of  the  surviving  new  entrants.   The 
average  size  of  the  small  business  loan  portfolios  (defined  as 
loans  of  less  than  $1  million)  of  de  novo  entrants  operating  for 
at  least  two  years  averages  well  above  the  22.6  percent  of  assets 
for  small  commercial  banks  and  significantly  above  the  13.9 
percent  for  all  small  banks.*  Thus,  the  de  novo  banks  have  been 
targeting  small  business  lending,  although  perhaps  not  totally  by 
choice,  given  the  borrower  concentration  limits.   In  general, 
these  banks  have  also  had  a  smaller  exposure  in  residential 
mortgages  and  securities  than  that  for  small  commercial  banks.5 

The  capital-to-asset  ratios  show  the  typical  pattern  for  de 
novo  banks,  high  capital  ratios  at  the  outset  and  much  lower 
capital  ratios  as  the  new  banks  lend  sufficiently  to  reach  their 
target  capital  ratios.   Surprisingly,  de  novo  banks  created  prior 
to  19  89  all  have  average  capital  ratios  below  the  average  for 
existing  small  commercial  banks  in  general.   Thus,  significant 
further  expansion  of  these  de  novo  banks  is  unlikely  in  the 
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absence  of  an  infusion  of  additional  capital.   Consistent  with 
the  pattern  of  capital  ratios,  the  nonperf orming  loan  ratios 
shown  in  the  final  column  indicate  that  the  older  de  novo  banks 
have  more  loan  problems  and,  again,  are  less  likely  to  be  in  a 
position  to  step  in  and  increase  lending  to  fill  any  void  in 
small  business  lending  created  by  bank  consolidation. 

The  third  panel  of  Table  7  shows  the  growth  in  capital  and 
in  asset  categories  from  1993:11  to  1994:11.   The  de  novo  banks 
created  after  1988  have  grown  much  faster  than  the  average  for 
all  small  commercial  banks,  and  this  growth  has  been  particularly 
rapid  in  the  loan  categories.   While  the  growth  in  total  assets 
has  been  typical  for  those  de  novo  banks  created  during  the  1987- 
88  period,  their  growth  rates  of  total  loans  and  small  business 
loans  were  more  than  twice  the  all -banks  average,  although  their 
growth  in  total  business  loans  was  only  slightly  larger.   For 
those  banks  created  in  the  1985-86  period,  the  growth  in  capital 
was  much  slower  than  average  and  the  growth  in  total  assets  and 
small  business  loans  somewhat  slower  than  average.   This  likely 
is  a  consequence  of  this  subset  of  banks  having  lower  than 
average  capital  ratios  and  higher  than  average  nonperforming  loan 
ratios. 

In  summary,  de  novo  banks  are  unlikely  to  fill  any  major 
void  in  small  business  lending.   De  novo  entry  has  occurred 
during  boom  periods,  when  alternative  sources  of  funds  are  most 
likely  to  be  available.   While  de  novo  entrants  have  focused  on 
small  business  loans,  their  small  size  and  the  observation  that 
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most  de  novo  entrants  remain  small  institutions  after  as  long  as 
a  decade  indicate  that  such  entries  can  till  niches,  but  not 
voids . 

IV.   Conclusion 

Bank  consolidation  that  leads  to  larger  lenders  could  make 
small  business  borrowers  less  dependent  on  the  vagaries  of  local 
banking  markets,  if  the  merged  institutions  maintain  the  acquired 
small  business  lending  line  of  business.   During  the  recent 
period  of  reduced  credit  availability,  bank -dependent  borrowers 
in  New  England  had  few  borrowing  alternatives  because  both  large 
and  small  banks  had  portfolios  dependent  on  New  England  economic 
conditions.   Greater  diversification  across  geographic  regions 
and  across  product  lines  would  have  ameliorated  the  problems 
faced  by  small  businesses  as  a  result  of  the  shocks  to  bank 
capital  and  the  consequent  reduction  in  loan  supply  to  bank- 
dependent  borrowers. 

Nonetheless,  the  move  towards  large  consolidated 
institutions  carries  some  risks  for  bank -dependent  borrowers. 
Much  of  the  recent  growth  in  small  business  loans  has  been  at 
small  banks.   Banks  engaged  in  acquisitions  in  New  England  have 
not  fostered  the  small  business  loan  segment  of  the  market,  with 
both  the  share  and  the  amount  of  small  business  loans  declining 
after  most  acquisitions.   While  this  may  be  an  artifact  of 
examining  data  in  New  England  over  a  short  period  of  time,  it 
raises  questions  about  the  availability  of  credit  to  small 
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business  in  areas  that  become  dominated  by  large  lenders. 

The  potential  benefits  of  bank  consolidation  are  clear:   in 
particular,  we  have  evidence  that  a  lack  of  sufficient  bank 
diversification  has  been  a  problem  for  credit  availability  when 
banks  have  been  subjected  to  local  shocks  that  reduced  capital. 
The  potential  costs  are  less  certain,  but  nonetheless  they 
deserve  the  attention  of  policymakers.   We  have  not  yet  attained 
a  level  of  bank  consolidation  that  would  produce  a  shortage  of 
viable  lenders  to  small  business.   However,  the  New  England 
evidence  does  suggest  that  as  restrictions  on  both  product  and 
geographical  diversification  are  eliminated,  potential  problems 
for  small  business  credit  availability  will  be  an  important 
issue.   It  is  possible  that  other  sources  of  credit  to  small 
businesses  will  become  available  if  bank  consolidation  leads  to  a 
reduction  in  small  business  credit  availability.   However,  it  is 
likely  that,  at  the  very  least,  there  will  be  transitional 
problems . 
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Footnotes 


1.  The  "original  amount"  of  a  loan  is  the  size  of  the  loan  at 
origination,  rather  than  its  current  size,  unless  the  latter  is 
larger.   For  a  line  of  credit  or  loan  commitment,  it  is  the  size 
of  the  line  of  credit  or  loan  commitment  when  most  recently 
approved,  extended,  or  renewed.   For  loan  participations  and 
syndications,  it  is  the  entire  amount  of  the  credit  originated  by 
the  lead  lender. 

2.  The  ratio  used  is  equity  capital  divided  by  unweighted  assets, 
which  most  closely  resembles  the  leverage  ratio.   Because  some 
items  used  in  capital  ratio  calculations  were  not  detailed  in  the 
past,  it  is  impossible  to  replicate  exactly  the  current 
definition  of  the  leverage  ratio. 

3.  We  do  not  include  transactions  that  involve  institutions  that 
are  not  insured  by  the  FDIC,  since  the  call  reports  include  data 
only  for  FDIC- insured  institutions. 

4.  The  lower  average  percentage  for  the  total  of  all  New  England 
small  banks  is  due  to  the  prevalence  of  savings  banks, 
traditionally  residential  mortgage  lenders.   However,  in  recent 
years  they  have  been  expanding  their  business  lending, 
particularly  to  small  businesses. 

5.  Among  the  existing  de  novo  banks  are  a  few  savings  banks. 
This  has  the  effect  of  understating  the  small  commercial  loan 
numbers  when  compared  to  the  sample  of  all  small  commercial 
banks . 
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Table  4 

Small  Easiness  Loans  (<$1  million)  at  FDICTnsured  Banks  Not  Involved  in  Acquisitions 


Mean 

Mean 

Bank  Assets 

#of 

Mean 

Mean 

Mean 

CHSmallbus/ 

CH  Assets/ 

(Smillions)' 

Banks 

Share93 

Share94 

CHSbare 

Assets 

Assets 

<100 

89 

22.13 

21.97 

-0.16 

0.36 

2.85 

100-300 

134 

14.19 

14.04 

-0.15 

0.23 

2.97 

300-1000 

49 

11.35 

10.50 

-0.86 

-0.64 

2.82 

1000-5000 

10 

9.99 

9.61 

-0.38 

-0.22 

1.21 

5000  < 

5 

5.87 

4.86 

-1.02 

-0.30 

15.07 

All  Banks 

287 

15.88 

15.58 

-0.30 

0.10 

3.06 
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Congress  of  tfje  tHntteb  States 

l3ousc  of  ftrpfficntatiurs 
fflashinaton.  BC  20515-2105 

April  12,  1996 


Mr.  William  J.  McDonough 

President 

Federal  Reserve  Bank  of  New  York 

33  Liberty  Street 

New  York,  New  York  10045 

Dear  Mr.  McDonough: 

We  are  writing  to  ask  for  your  assistance  in  clarifying  the  effect  of  bank  consolidations  on 
small  business  lending.  In  March,  the  Small  Business  Subcommittees  on  Taxation  and 
Finance  and  Government  Programs  held  a  joint  field  hearing  in  Boston,  Massachusetts.   The 
purpose  of  the  hearing  was  to  further  study  the  impact  of  bank  mergers  on  lending. 

Through  witness  testimony,  we  were  able  to  address  many  of  our  concerns  with  the  nation's 
lending  trends  to  small  business.   As  you  know,  credit  loss  does  great  damage  to  the 
economy,  retarding  job  growth,  shrinking  the  tax  revenue  base,  and  threatening  to  pull  the 
rug  out  from  under  the  start-ups. 

The  hearing  did  provide  some  important  insight  into  the  plight  of  small  business  and  capital 
availability.  Representatives  of  two  large  banks  -  Fleet  and  Bank  of  Boston  -  joined  several 
traditional  community  bankers  and  small  business  representatives  from  across  the  region  to 
express  their  views  on  this  important  issue.  While  very  informative,  the  hearing  did  not 
resolve  the  question  of  whether  or  not  bank  consolidations  might  constrict  future  small 
business  lending.  Most  pointedly,  several  witnesses  referenced  one  of  two  specific  Regional 
Federal  Reserve  soidies  th?t  came  to  very  different  conclusions. 

The  first  study,  "Small  Business  Lending,"  was  included  in  the  Federal  Reserve  Bank  of 
Boston's  Fall  1995  publication,  New  England  Banking  Trends.    The  author,  Peggy  Gilligan, 
revealed  that  in  New  England,  small  business  lending  by  the  region's  eight  largest  banks 
declined  by  5.3%,  while  larger  loans  increased  by  11.4%.  On  the  other  hand,  the  Federal 
Reserve  Bank  of  New  York  released  a  study  in  March  1996,  "Small  Business  Lending  and 
Bank  Consolidation.   Is  there  Cause  for  Concern?"   In  this  piece,  authors  Philip  E.  Strahan 
and  James  Weston  conclude  that  bank  consolidations  lead  to  more  small  business  lending  on 
average  two  years  after  a  merger. 

As  Chairs  and  Ranking  Minority  members  of  two  of  the  Small  Business  Subcommittees,  we 
are  writing  to  ask  for  your  assistance  in  assessing  the  differing  conclusions  of  the  two 
studies.    New  England's  recent  experiences  with  credit  unavailability  and  its  impact 
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on  regional  economic  growth  have  sensitized  many  of  us  in  the  region's  congressional 
delegation  to  the  need  for  a  banking  community  responsive  to  small  business  opportunities. 
However,  we  feel  that  in  order  to  make  decisions  about  banking  deregulation,  we  need  to 
resolve  the  issue  of  whether  merged  banks  lend  less  to  smaller  firms.    As  President  of  the 
Federal  Reserve  Bank  of  New  York,  we  hope  that  you  will  be  able  to  help  clarify  the  two 
Federal  Reserve  studies. 

We  would  be  pleased  if  you  would  give  our  request  full  and  fair  consideration.    We  will  be 
in  touch  with  you  to  discuss  this  matter  further. 

Sincerely, 


Peter  Torkildsen         C*/  Linda  Smith  Marty  Meehan 


Peter  Torkildsen 
Member  of  Congress 


Linda  Smith 
Member  of  Congress 


Marty  Meehan 
Member  of  Congress 
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Federal  Reserve  Bank  of  New  York 

33    LIBERTY   STREET 

NEW  YORK.    N  Y    10045-0001 

TELEPHONE  212  720-6180 

FACSIMILE  212  720-8681 

j    McDonough 


April  23,  1996 


The  Honorable  Peter  Torluldsen 
The  Honorable  Linda  Smith 
The  Honorable  Marty  Meehan 
Congress  of  the  United  States 
House  of  Representatives 
Washington,  DC  20515 

Dear  Representatives  Torkildsen,  Smith  and  Meehan: 

Thank  you  for  your  recent  letter  on  bank  consolidation  and  small  business  lending.  Let  me 
assure  you  that  we  at  the  Federal  Reserve  Bank  of  New  York,  as  well  as  our  colleagues  around 
the  Federal  Reserve  System,  consider  small  business  lending  an  important  policy  issue.  As 
members  of  the  two  Small  Business  Subcommittees,  you  know  better  than  most  how  important 
bank  lending  is  to  the  health  and  vigor  of  small  businesses  in  the  United  States. 

You  note  in  your  letter  that  the  recent  hearings  on  small  business  lending,  while 
informative,  did  not  resolve  the  question  of  whether  consolidation  in  banking  might  reduce  the 
availability  of  credit  to  small  businesses.  I  must  also  report  that  research  efforts,  both  within  the 
Federal  Reserve  System  and  in  the  academic  community,  have  also  not  yet  reached  consensus  on 
this  important  policy  question. 

As  you  point  out,  two  recent  articles-"Small  Business  Lending"  (Peggy  Gilligan,  Federal 
Reserve  Bank  of  Boston)  and  "Small  Business  Lending  and  Bank  Consolidation:  Is  There  Cause 
for  Concern9"  (Philip  E.  Strahan  and  James  Weston,  Federal  Reserve  Bank  of  New  York)-reach 
somewhat  different  Findings.  The  Gilligan  article  suggests  that  consolidation  may  reduce  the 
availability  of  credit  to  small  businesses,  while  the  Strahan  and  Weston  piece  does  not  find 
evidence  of  such  an  effect. 
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The  different  conclusions  reached  in  these  two  articles  largely  reflect  different  empirical 
approaches  to  analyzing  the  limited  systematic  data  that  are  available  on  banks'  small  business 
lending    In  particular,  the  Gilligan  article  examines  growth  in  large  and  small  business  loans  from 
1994  to  1995  for  bank  holding  companies  located  in  New  England.  The  article  shows  that  the 
eight  largest  New  England  banking  companies  reduced  their  small  business  lending  during  this 
period,  while  increasing  their  lending  to  large  businesses.  At  the  same  time,  small  New  England 
banks  increased  their  small  business  lending  quite  dramatically.  The  paper  argues  that  these 
patterns  suggest  small  business  lending  may  be  done  increasingly  by  small  banks.  Without  looking 
directly  at  the  effects  of  consolidation,  the  article  suggests  that  continued  consolidation  may  limit 
the  supply  of  small  business  loans  by  reducing  the  role  of  smaller  banks  in  the  U.S.  banking 
system. 

By  contrast,  the  article  by  Strahan  and  Weston  takes  a  direct  approach  to  the  question  of 
how  consolidation  through  bank  mergers  has  affected  (and  may  affect  in  the  future)  small  business 
lending.  The  article  focuses  on  changes  in  lending  patterns  for  a  sample  of  180  bank  mergers  that 
took  place  between  June  1993  and  June  1994.  In  contrast  to  the  sample  in  the  Gilligan  article,  the 
mergers  involved  banks  from  all  parts  of  the  country.  For  each  institution,  the  authors  calculated 
the  ratio  of  small  business  loans  to  total  assets  for  the  pro  forma  combined  bank  in  June  1993 
(before  the  merger)  and  compared  it  to  the  ratio  for  the  actual  merged  bank  in  June  1995  (one  to 
two  years  after  the  merger).  As  compared  to  a  group  of  similarly  sized  banks,  small  business 
lending  actually  increased  as  a  share  of  total  assets  for  the  merged  institutions  (on  average)  over 
this  period. 

The  Strahan  and  Weston  paper  examines  several  other  aspects  of  the  small  business 
lending  data  aside  from  this  direct  analysis  of  mergers.  The  preponderance  of  evidence  in  the 
paper  suggests  that  consolidation  through  mergers  has  not  affected  credit  availability  to  small 
businesses  on  average.  From  a  policy  standpoint,  however,  the  most  interesting  question  may  be 
whether  small  business  lending  is  reduced  when  small  banks  are  purchased  by  large  banks.  In 
fact,  Strahan  and  Weston  examine  this  question  by  dividing  their  sample  according  the  size  of  the 
acquiring  and  acquired  banks.  Given  this  breakdown,  they  find  a  small  decrease  in  small  business 
lending  as  a  share  of  assets  when  large  banks  acquire  small  banks.  However,  because  this  finding 
is  based  on  a  relatively  small  number  of  mergers  (14)  and  is  no'  statistically  significant  (that  is,  it  is 
as  likely  to  be  the  result  of  chance  as  of  the  true  economic  consequences  of  consolidation),  it  is 
important  not  to  over-interpret  the  result.  It  is  notable,  however,  that  Strahan  and  Weston  find 
some  evidence  that  the  growth  in  small  business  lending  may  differ  according  to  the  size  of  the 
merged  banks.  In  this  regard,  their  results  are  consistent  with  those  of  the  Gilligan  study,  which 
also  found  differences  in  the  growth  of  small  business  lending  for  banks  of  different  sizes. 
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As  this  discussion  suggests,  consensus  has  yet  to  be  achieved  on  this  issue.  The  Gilligan 
and  Strahan  and  Weston  articles  reach  different  conclusions  because  they  employ  different  data 
and  use  different  analytical  techniques.  Both  are  valid  approaches  to  examining  the  question;  the 
fact  that  they  yield  different  conclusions  suggests  that  further  research  will  be  required  to 
determine  which  view,  if  either,  is  backed  by  the  stronger  weight  of  evidence.  Let  me  assure  you 
that  our  research  agenda  continues  to  include  analysis  of  the  effects  of  banking  consolidation  on 
small  business  lending  as  a  high  priority  item. 

I  sincerely  hope  these  comments  help  clarify  the  recent  research  papers  coming  out  of  the 
Federal  Reserve  System  on  small  business  lending.  We  remain  committed  to  producing  the 
highest  quality  research  on  the  effects  of  banking  consolidation  on  the  availability  of  small 
business  lending  in  particular  and  banking  services  more  generally. 


William  J.  McDonough 
President 
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Congress  of  the  Bnited  States 

Houbi  ofKeprcBcntanocB 

until  Congrus 

Committee  on  Small  Business 

2561  'Raubum  ftousr  Office  Building 

Wultmgnm,  B£  urni-tiii 


JOHN  J   L*FAICE.  New  Yon* 


Apnl  30.  1996 

Mr.  David  A.  Aloise 

New  England  Director  of  Small  Business  Banking 

Bank  of  Boston 

100  Federal  Street 

Boston,  Massachusetts  02110 

Dear  Mr.  Aloise: 

Thank  you  once  again  for  taking  the  time  to  testify  before  our  joint  Subcommittee  hearing  on  bank  consolidation 
and  its  effects  on  small  business  lending.    Your  testimony  was  a  great  source  of  information  for  us. 

As  was  mentioned  during  the  hearing,  time  constraints  prevented  us  from  asking  certain  questions  and  going  into 
greater  detail  on  others.  We  also  understand  that  a  lack  of  time  may  have  prevented  you  from  responding  in  full. 
We  would  greatly  appreciate  it  if  you  would  take  some  lime  to  review  the  following  questions  and  answer  them 
in  as  great  detail  as  possible.    Your  answers  will  be  printed  in  the  official  record  of  the  hearing's  proceedings. 

1 .  In  his  written  testimony,  Mr.  Aloise  of  the  Bank  of  Boston  lists  "credit  scoring"  as  one  of  several  bank 
initiatives  that  are  pending  to  enhance  credit  availability  to  small  businesses.  In  testimony  before  the 
Small  Business  Committee,  however,  we  have  heard  that  "credit  scoring"  is  not  helpful  to  many  small 
businesses  —  in  particular  start-up  companies  -  who  simply  do  not  have  the  data  to  meet  the  requirements 
of  "credit  scoring."  First,  would  you  please  explain  the  process  of  "credit  scoring"  for  the  record  in  as 
much  detail  as  possible.  Also,  would  you  please  comment  on  whether  you  believe  "credit  scoring"  will 
enhance  or  curtail  credit  availability  to  small  entrepreneurs  and  why. 

2.  Relatedly,  what  do  you  believe  would  most  enhance  credit  availability  to  small  entities? 

3  What  are  your  views  on  the  1993  small  business  disclosure  rule  which  requires  banks  to  annually  report 

all  loans  made  under  $1  million?  In  your  opinion,  does  it  help  small  businesses  obtain  capital?  While 
no  longer  likely,  if  Congress  were  to  pass  banking  regulatory  reform  this  year,  would  you  support 
retaining  this  disclosure  rule? 


Once  again,  we  thank  you  for  your  contnbution  and  look  forward  I 


Sincerely 


UND/TSMITH 

Chairwoman, 

Subcj#hmilte^bn  Taxation  and  Finance 


ion  and  finance 


JLb.fjA 

PETER  G.TORKILDSEN 

Chairman, 

Subcommittee  on  Government  Programs 


CART1 

Ranking  Member 

Subcommittee  on  Taxation  and  Finance 
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BANKOF  BOSTON 


July  17,  1996 

The  Honorable  Linda  Smith 
U.S.  House  of  Representatives 
1217  Longworth  House  Office  Building 
Washington,  DC  20515 


Dear  Congresswoman  Smith: 

This  is  in  reply  to  your  letter  of  April  30,  that  asked  for  my  response  on  several  issues  not  fully  covered  at 
the  hearings  held  on  March  4th  in  Boston  by  your  joint  Subcommittee  on  bank  consolidation.  Bank  of 
Boston  is  proud  of  its'  record  of  leadership  in  small  business  banking  and  is  eager  to  continue  working 
with  you  and  the  members  of  the  committee  to  improve  opportunities  for  small  businesses  to  access  capital. 

I.  Credit  Scoring  and  Access  to  Credit 

In  your  letter  of  April  30th  you  asked  about  the  process  of  "credit  scoring"  and  what  effects  its'  increased 
use  by  banks  would  have  on  the  ability  of  small  businesses  to  access  credit.  "Credit  scoring"  is  the  use  of 
a  scorecard  to  measure  the  risk  associated  with  a  credit  application.  It  measures  credit  risk  based  on 
multiple  items  of  information  called  characteristics,  that  can  come  from  several  sources,  including  the 
credit  application  and  consumer  and  business  credit  reports,  as  well  as  both  business  and  personal  financial 
statements    Each  characteristic  is  divided  into  two  or  more  possible  responses  known  as  attributes.  A 
numerical  score  is  associated  with  each  attribute,  so  for  any  credit  application,  the  numerical  attribute 
values  for  all  characteristics  can  be  added  together  to  provide  a  total  score. 

Scoring  uses  some  of  the  same  data  a  loan  officer  uses  in  his  or  her  judgmental,  or  nonscoring,  decision 
process.  But  scoring  is  faster,  more  objective,  and  more  consistent.  As  a  result,  a  lender  can  increase  the 
number  of  approved  applications  without  increasing  risk,  time,  or  other  resources.  The  commercial  scoring 
model  used  by  Bank  of  Boston  was  developed  by  Fair,  Isaac  and  Company,  a  San  Rafael,  CA  based 
company,  in  conjunction  with  Robert  Morris  Associates  (RMA),  whose  membership  includes  large  and 
small  commercial  banks    A  group  of  seventeen  RMA  member  banks  nationwide  supplied  the  data  and 
credit  expertise,  and  Fair  Isaac  supplied  the  data  analysis  and  modeling  ability.  As  of  the  time  of  this 
response,  it  is  my  understanding  that  over  1 80  financial  institutions  are  now  using  the  Fair  Isaac/RMA 
scorecards,  and  many  others  are  using  internally  developed  models. 

Bank  of  Boston  was  one  of  the  seventeen  banks  nationwide,  that  began  working  in  late  1993  with  Fair 
Isaac  and  Robert  Morris  Associates  on  the  creation  of  a  pooled  small  business  scorecard.  First  the 
seventeen  bank  consortium  defined  a  small  business  as  one  having  annual  revenues  of  up  to  $5  million  and 
borrowing  needs  of  less  than  $250,000.  The  consortium  then  determined  the  characteristics  that  would 
predict  the  performance  of  a  small  business  credit,  including  defining  a  "good"  and  "bad"  credit.  Each 
participating  bank  then  submitted  a  sample  of  300  credit  requests  (100  each  of  good,  bad,  and  declined) 
decisioned  within  an  agreed  upon  time  frame,  that  were  the  basis  for  creating  the  pooled  scorecards. 

Scorecards 

Results  of  the  sample  credits  were  reviewed,  leading  to  the  creation  of  three  distinct  scorecards.  One  card 
is  used  for  scoring  credit  requests  up  to  $35,000  and  requires  the  submission  of  financial  statements.  A 
second  card  also  scores  requests  up  to  $35,000  but  does  not  require  financial  statements    The  third  card  is 
used  for  requests  from  $35,000  to  $250,000  and  requires  financial  statements. 
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Since  then,  additional  scorecards  have  been  developed  for  a  total  of  eight  now  available.  As  mentioned 
earlier,  over  1 80  financial  institutions  art  now  using  the  Fair  Isaac  scorecards  since  their  introduction  in 
March,  1995    More  recently.  Fair  Isaac  is  working  with  the  US  Small  Business  Administration  (SBA) 
regarding  their  use  of  the  cards.  Since  the  scorecard  characteristics  and  their  associated  weightings  are  the 
proprietary  property  of  Fair  Isaac,  Bank  of  Boston  is  not  able  to  provide  this  information. 

Following  is  our  experience  with  "credit  scoring"  small  business  credit  requests  to  date,  offered  to  support 
why  I  believe  that  use  of  the  scorecards  will  enhance  the  availability  of  credit  to  small  entrepreneurs. 

Increased  Access  to  Capital 

Since  the  adoption  of  "credit  scoring"  by  Bank  of  Boston  in  October.  1995.  loan  requests  for  amounts  up 
to  $100,000  have  doubled.  Part  of  this  increase  is  attributed  to  the  introduction  of  a  new  simplified  one 
page  loan  application  that  was  made  possible  because  the  application  information  required  to  "credit 
score"  was  less  comprehensive  than  previously  required.  Clearly,  making  the  application  process  less 
onerous  is  making  more  credit  available  to  small  entrepreneurs 

Another  equally  positive  development  from  using  scorecards  is  that  since  they  quickly  identify  and 
approve  loans  to  very  low  risk  businesses  and  decline  loans  to  very  high  risk  businesses,  more  time  is 
available  for  loan  officers  to  use  their  expertise  to  evaluate  businesses  that  present  tougher  decisions  - 
credits  with  more  moderate  levels  of  risk.  In  other  words,  credit  requests  that  do  not  score  high  enough  for 
automatic  approval,  or  low  enough  for  a  clear  decline,  are  evaluated  further  by  loan  officers.  In  cases 
where  there  is  too  little  credit  history,  an  opportunity  is  provided  to  submit  additional  support.  The 
possibility  of  approval  by  enhancing  the  credit  with  a  government  guarantee,  such  as  the  SBA  program,  is 
also  considered.    This  "second  look"  policy  is  an  integral  part  of  our  credit  process  for  requests  that  are 
both  credit  scored  or  evaluated  fully  by  loan  officers.  A  "second  look"  policy  has  always  been  a  part  of 
our  approach  to  credit  decisioning,  and  used  in  conjunction  with  scoring,  it  is  even  more  effective! 

Limited  Use  For  New  Businesses 

In  your  letter,  you  state  that  you  "have  heard  that  "credit  scoring"  is  not  helpful  to  many  small  businesses- 
in  particular  start-up  companies-who  simply  do  not  have  the  data  to  meet  the  requirements  of  "credit 
scoring".  Your  concern  is  valid  in  that  "credit  scoring"  requires  sufficient  credit  characteristics  to  be 
available  to  produce  a  reliable  decision.  However,  as  you  may  have  surmised  from  my  preceding 
comments.  Bank  of  Boston  at  this  time  only  uses  "credit  scoring"  to  decision  credit  requests  of  up  to 
$100,000  from  established  businesses,  i.e.  businesses  that  have  been  operating  for  a  minimum  of  twelve 
months  and  have  financial  information  that  can  be  scored. 

This  is  so  even  though,  as  I  mentioned  before,  there  are  scorecards  that  do  not  require  financial 
statements.  With  such  cards,    personal  credit  characteristics  are  utilized  to  determine  if  the  request  should 
be  processed  further.  If  so,  additional  information  such  as  tax  returns  and  financial  projections  for  the 
business  are  requested  for  evaluation  by  a  loan  officer.  I  do  not  know  to  what  extent,  if  any,  other  financial 
institutions  are  using  scoring  to  decision  credit  requests  from  businesses  that  have  been  established  for  less 
than  twelve  months. 

For  new  businesses,  we  continue  to  utilize  our  established  credit  procedures  that  were  used  for  all  small 
business  credit  requests  before  we  adopted  "credit  scoring".  They  include  an  assessment  of  management 
ability  and  an  analysis  of  projected  revenues  and  expenses  to  determine  the  chances  for  repayment  of  the 
loan  from  earnings  of  the  business.  Many  times  strong  management  and  solid  projections  are  able  to  offset 
low  capital  investment  in  relation  to  total  debt  and/or  weak  collateral.  To  mitigate  risk  we  also  make 
extensive  use  of  the  SBA  Loan  Guarantee  Programs,  as  we  have  been  the  most  active  SBA  lender  in 
Massachusetts  in  each  of  the  past  four  years,  and  the  most  active  SBA  lender  in  southern  New  England  this 
past  year. 
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Again,  the  use  of  "credit  scoring"  does  not  require  an  either/or  approach    Loan  officers  can  use  scoring  in 
conjunction  with  traditional  judgmental  appraisal  methods.  A  limitation  of  the  choice  would  be  a 
management  decision,  not  a  requirement  of  "credit  scoring". 

Other  potential  benefits  from  the  success  of  "credit  scoring"  are  likely  in  two  additional  areas:   1 )  the 
development  of  a  secondary  market  that  would  accept  credit  scored  pooled  credits,  thereby  replenishing 
capital  for  relending  to  small  businesses,  and  2)  the  use  of  "risk  based  pricing"  to  make  credit  available  to 
certain  businesses  with  high  risk  credit  characteristics,  requiring  higher  pricing  to  justify  the  additional  risk 
to  the  lender. 

2.  Enhancing  Credit  Availability  for  Small  Business 

Your  second  question  asks  what  would  most  enhance  credit  availability  to  small  entities.  1  would  first  like 
to  distinguish  between  the  well  established  seasoned  businesses,  where,  I  believe,  the  banking  system 
provides  the  necessary  credit  with  relatively  little  need  for  credit  enhancement,  and  new  businesses  where 
the  need  for  credit  enhancement  is  much  more  meaningful.  For  new  businesses,  especially  those  located  in 
low  to  moderate  income  areas,  under  capitalization  and  collateral  shortfall  are  common,  in  addition  to  the 
lack  of  operating  performance,  resulting  in  the  need  for  some  type  of  credit  enhancement  in  most  cases. 
Reducing  costs  and  risk,  and  simplifying  the  procedures  for  credit  enhancement  programs,  are  the  keys  to 
enhancing  the  availability  of  credit  to  small  entities. 

Profitability  of  Small  Business  Lending 

As  related  above,  the  experience  with  "credit  scoring"  to  date  shows  that  the  cost  of  providing  credit  to 
small  businesses  can  be  reduced,  while  at  the  same  time  making  the  application  process  easier.  From  a 
lenders'  perspective,  this  should  increase  the  marketing  effort  to  attract  small  business  customers,  since 
historically  it  has  been  difficult  to  achieve  profitability  from  lending  to  small  businesses. 

Simplify  /Balance  Credit  Enhancement  Options 

In  addition  to  the  need  to  reduce  the  cost  of  providing  small  business  credit,  there  is  the  need  to  mitigate 
the  higher  risks  associated  with  lending  to  smaller  businesses.  To  do  this,  we  have  over  the  years  been  an 
active  participant  in  the  various  Government  guarantee  programs,  primarily  with  the  SBA.  However,  in 
the  past  year  we  have  been  increasing  our  use  of  a  State  Government  guaranteed  program  known  as  the 
Massachusetts  Capital  Access  Program  (CAP) ,  since  it  is  much  easier  to  use  and  fee  cost  is  comparable.  A 
detailed  description  of  the  program  is  attached.  The  availability  of  a  similar  simplified  product  at  the 
Federal  Government  level  along  with  the  existing  SBA  programs  would,  I  believe,  provide  a  good  balance 
of  credit  enhancement  programs  for  lenders  to  choose  from,  and  increase  credit  availability  to  small 
entities 

Technical  Assistance 

If  applicants  were  better  prepared  when  presenting  their  business  plans  to  a  lender,  their  chances  for 
obtaining  a  loan  would  increase    The  technical  assistance  programs  offered  from  the  various  Government 
Agencies  are  very  helpful  in  achieving  this  objective  and  should  be  continued.  At  the  same  time  there  is 
duplication  and  confusion  as  to  what  assistance  is  possible  and  how  to  access  it.  Improved  coordination 
among  the  Agencies  and  organizations  at  all  levels,  and  improved  communication  of  the  available 
assistance  would  make  a  difference.  It  is  equally  important  that  such  assistance  be  available  on  an  on- 
going basis,  to  assist  owners  after  they  have  been  established  and  encounter  the  many  challenges  of 
operating  a  small  business.  While  access  to  capital  is  critical  to  success,  management  ability  is  even  more 
important.  Knowing  that  business  owners  have  resources  to  help  them  succeed  increases  the  comfort  level 
of  lenders  and.  in  turn,  enhances  credit  availability. 

There  may  be  a  greater  role  that  banks  could  play  in  providing  technical  assistance,  beyond  the  help 
provided  by  relationship  managers  as  they  work  with  their  borrowers  to  help  them  succeed.  However,  for 
the  smaller  businesses  and  those  struggling  to  get  established,  the  process  is  very  time  consuming  and 
costly    Perhaps  providing  tax  or  other  incentives  should  be  considered  to  make  a  greater  role  feasible. 
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3.  Reporting  Small  Business  Loans 

Your  third  question  seeks  my  views  on  the  1993  small  business  disclosure  rule  that  requires  banks  to 
annually  report  all  loans  made  under  $1  million.  The  disclosure  rule,  in  my  opinion,  is  viewed  as  a 
regulatory  requirement  having  little  or  no  impact  on  helping  small  businesses  obtain  capital.    Decisions  on 
how  aggressively  small  businesses  are  pursued  for  customer  relationships  are  a  result  of  how  management 
assesses  market  opportunities,  and  whether  it  has  or  can  develop  the  right  products  and  services,  and 
resources  to  succeed  in  the  marketplace    As  with  any  business,  we  are  constantly  seeking  ways  to  improve 
our  share  of  the  market.  We  continuously  survey  small  business  owners  to  determine  how  we  can  best  win 
their  business,  and  we  regularly  monitor  changes  in  our  market  share  as  well  at  that  of  our  competitors. 
Even  with  the  many  bank  mergers,  the  competition  for  small  business  customers  is  very  keen,  and  will 
remain  so,  as  long  as  the  outlook  for  small  business  is  attractive  and  profitable. 

Alternatively,  detailed  small  business  reporting  at  the  local  level  may  be  subject  to  misinterpretation  and 
misuse  in  the  analysis  of  the  responsiveness  of  banks  to  small  business  in  that  the  credit  quality  of  business 
applications  reflect  market  considerations,  management  capacity,  capitalization,  and  other  issues  not 
equally  inherent  in  all  geography's  served  by  banks.  If  Congress  were  to  consider  banking  regulatory 
reform,  1  would  recommend  the  disclosure  rule  be  modified.  All,  or  almost  all,  small  to  mid-sized  banks 
have  lending  limits  to  small  businesses  that  do  not  exceed  $1  million,  so  the  report  is  only  showing  all 
business  loans  made  by  those  banks.  This  information  is  available  from  annual  reports  or  from  reviews 
performed  by  bank  regulators.  Even  many  large  banks  such  as  ours  have  a  $1  million  limit  on  loans  made 
by  their  small  business  departments,  and  in  some  cases,  loans  for  less  than  $1  million  are  made  by 
corporate  or  commercial  lending  departments  to  businesses  that  are  not  considered  small  according  to 
revenue  size.  If  the  report  is  continued,  the  categories  to  be  included  need  to  be  clarified,  since  in  the  past 
some  banks  included  categories  that  others  did  not,  and  the  results  were  inconclusive. 

Thank  you  again  for  the  opportunity  to  add  further  testimony  to  your  hearing.  I  hope  the  above  is  helpful 
to  the  objectives  of  your  Small  Business  Committee.  As  in  the  past,  I  will  be  happy  to  answer  any 
questions  you  may  have. 


Director,  New 
Bank  of  Boston 
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CAPITAL  ACCESS  PROGRAM 

Detailed  Description 

Introduction 

Under  Chapter  19  of  the  Acts  of  1993  signed  into  law  on  March  9,  the  Massachusetts  Business 
Development  Corporation  (MB  DC)  was  designated  as  administering  agent  for  the  state  for  that  part  of  the 
act  known  as  The  Small  Business  Capital  Access  Program  (CAP). 

CAP  was  created  in  Massachusetts,  modeled  in  large  part  upon  an  established  similar  program  in 
Michigan,  specifically  to  unleash  the  capacity  of  the  private  sector  to  do  a  more  comprehensive  job  in 
meeting  the  financing  needs  of  Massachusetts  business,  most  particularly  small  business.  This  unique 
approach  emphasizes  private  sector  lending  and  private  decision  making  which  would  result  in  a  large 
number  of  companies  receiving  their  full  financing  needs  with  an  absolute  minimi  mi  of  public  funds 
required. 

The  Capital  Access  Program  is  designed  to  give  banks  a  flexible  and  extremely  non-bureaucratic  tool  to 
make  business  loans  that  are  somewhat  riskier  than  conventional  bank  loans  or  that  may  not  meet  classical 
underwriting  standards,  in  a  manner  consistent  with  safety  and  soundness. 

It  is  designed  to  use  a  small  amount  of  public  resources  to  generate  a  large  amount  of  private  bank 
financing,  thus  providing  access  to  bank  financing  for  many  businesses  that  might  otherwise  not  be  able  to 
obtain  such  access.  Currently,  in  Michigan  under  their  CAP,  more  than  2,000  businesses  have  received 
financing,  and  the  state's  original  S5  million  appropriation  committed  to  the  program  has  supported  over 
S100  million  in  bank  lending.  In  Massachusetts,  S5  million  has  been  committed,  and  we  expect  the  same 
leverage  to  occur. 


23-344    96-9 
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This  document  describes  the  program  in  detail,  and  is  designed  to  help  interested  parties'  to  understand  the 
program.  The  underlying  legal  document  is  the  'Agreement*  between  MBDC  and  the  participating 
financial  institutions,  and  this  document  in  no  way  supplants  that  Agreement. 

Basic  Concept  of  Program 

Although  the  Capi'"1  Access  Program  is  based  on  an  insuring  concept,  it  is  fundamentally  different  from  the 
traditional  type  of  insurance  or  guarantee  program,  such  as  the  SB  A  7(a)  program,  which  guarantees 
individual  loans.  Capital  Access  is  based  on  a  portfolio  concept. 

If  a  bank  participates  in  the  Capital  Access  Program,  a  special  reserve  fund  is  set  up  to  cover  future  losses 
from  a  portfolio  of  loans  that  the  bank  makes  under  the  program.  The  CAP  reserve  fund  is  not  specific  to 
individual  loans,  but  is  used  to  offset  losses  on  any  loan  in  this  portfolio  The  special  reserve  is  owned  and 
controlled  by  the  state  but  it  is  earmarked  in  that  bank's  name.  Thus,  each  bank  participating  in  the 
program  has  its  own  earmarked  reserve.  A  bank  can  withdraw  funds  from  its  reserve  only  to  cover  losses 
on  loans  made  under  the  program. 

Payments  are  made  into  a  bank's  earmarked  reserve  each  time  the  bank  makes  a  loan  under  the  program. 
The  borrower  makes  a  premium  payment,  the  bank  matches  that  payment  and  then  MBDC  matches  the 
combined  total  of  the  borrower's  payment  and  the  bank's  payment.  The  bank  is  allowed  to  recover  the  cost 
of  its  payment  from  the  borrower,  such  as  through  a  higher  interest  rate,  up-front  fees,  or  some 
combination  thereof.  Up-front  premium  payments  and  fees  can  be  financed  as  part  of  the  loan. 

The  actual  level  of  payments  to  be  made  into  the  reserve  at  the  time  of  making  any  loan  is  determined  by 
the  bank,  within  certain  parameters.  At  the  minimum,  the  borrower  pays  an  amount  equal  to  1  5%  of  the 
loan  amount,  the  bank  would  match  that  with  another  1.5%  and  then  MBDC  would  contribute  3%,  for  a 
total  of  6%.  At  the  maximum,  the  borrower  contributes  3.5%,  the  bank  another  3.5%,  and  MBDC  7%,  for 
a  total  of  14%.  Thus,  for  any  loan  made  under  the  program,  an  amount  equal  to  anywhere  from  6%  to 
14%  of  the  loan  amount  is  paid  into  the  bank's  earmarked  reserve.  After  a  bank  has  made  a  portfolio  of 
loans  under  the  program,  it  might  have  a  reserve  equal  to,  say,  10%  of  the  total  amount  of  that  portfolio. 
In  such  a  situation,  the  bank  could  absorb  a  dollar  loss  rate  of  up  to  10%  on  that  portfolio  and  still  be 
completely  covered  against  loss.  A  key  feature  of  the  program  is  that  the  full  amount  in  the  bank's  total 
reserve  is  available  as  needed  to  cover  any  loss  from  any  of  the  loans  made  under  the  program.  If  loam  get 
paid  off  without  loss,  the  funds  stay  in  the  reserve. 
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This  reserve  enables  a  bank  to  be  more  aggressive  in  making  loans  and  expanding  its  market.  However,  if  a 
bank's  loss  rate  were  to  exceed  the  coverage  provided  by  the  reserve,  the  bank  would  be  at  risk  for  that 
excess  loss.  Thus,  there  is  a  built-in  incentive  for  the  bank  to  be  prudent. 

Nevertheless,  since  the  reserve  would  enable  a  bank  to  withstand  a  substantially  higher  loss  rate  than  it 
could  tolerate  under  its  conventional  loan  portfolio,  the  program  enables  a  bank  to  prudently  make  "almost 
bankable  loans".  For  example,  these  might  be  loans  to  companies  with  good  management  and  a  good 
direction,  but  for  one  reason  or  another,  such  as  lack  of  adequate  collateral,  lack  of  sufficient  track  records, 
lack  of  sufficient  net  worth,  or  other  reasons,  may  not  quite  qualify  for  a  conventional  bank  loan. 

Because  the  program  is  structured  to  provide  a  built-in  incentive  for  the  bank  to  be  prudent,  there  is  no 
need  for  MBDC  or  the  state  to  be  involved  in  reviewing  the  bank's  decision  on  the  loan.  The  reserve  is 
there  for  the  bank  to  protect  and  use.  The  bank  makes  the  loan  and  simply  files  a  one  page  Loan  Filing 
Form  with  MBDC  within  10  days  after  the  loan  is  made.  Enrolling  loans  under  the  program  is  thus 
designed  to  work  as  essentially  an  automatic  process.  There  is  no  processing  delay,  and  virtually  no 
paperwork. 

Flexibility  is  a  key  characteristic  of  the  program.  It  is  completely  up  to  the  bank  to  determine  how  it  wants 
to  use  the  program.  The  bank  sets  hs  own  criteria  for  determining  whether  to  make  the  loan,  determines 
what  types  of  loans  it  wants  to  make  under  the  program,  and  decides  the  interest  rate,  fees,  term  of 
maturity,  collateral  requirements  (If  any),  and  other  conditions  of  the  loan.  Thus  the  market  is  allowed  to 
work,  and  intelligent  private  sector  decision  making  is  facilitated    The  loan  can  be  short-term  or  long-term, 
fixed  or  variable  rate,  secured  or  unsecured,  amortizing  or  balloon,  term  loan  or  line  of  credit,  etc. 

When  filing  a  loan  for  enrollment  under  the  program,  the  bank  has  the  option  of  covering  an  amount  under 
the  program  which  is  less  than  the  full  amount  of  the  loan.  This  provides  added  flexibility,  since  borrower 
and  bank  premium  payments  would  then  be  based  on  this  smaller  amount  For  example,  a  bank  makes  a 
$100,000  loan  under  the  program,  but  is  convinced  that  under  a  worst  case  scenario  the  maximum  possible 
loss  on  the  loan  would  be  $60,000.  The  bank  could  decide  to  specify  a  covered  amount  of  $60,000  on  the 
loan.  In  such  an  event  the  funds  in  the  reserve  could  be  used  to  cover  the  first  $60,000  in  principal  loss  on 
the  loan,  plus  accrued  interest  up  to  six  months  on  that  part,  plus  documented  out-of-pocket  expenses. 
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A  key  feature  of  the  program  is  the  flexibility  it  provides  to  enable  a  bank  to  work  with  a  borrower  after  the 
bank  has  made  a  loan  to  the  borrower  under  the  program.  After  a  loan  has  been  made  under  the  program 
the  bank  can  subsequently  recast  it  as  often  as  may  be  desirable.  The  bank  can  extend  the  term  of  the  loan, 
amend  covenants,  release  collateral,  etc.,  without  having  to  obtain  approval  from  MBDC  or  even  reporting 
the  change 

The  bank  also  has  the  flexibility  to  refinance  the  loan,  adding  funds.  Indeed,  if  the  total  amount  of  the 
refinanced  loan  does  not  exceed  the  covered  amount  of  the  loan  as  previously  enrolled,  no  new  borrower  or 
bank  premium  payments  need  to  be  made  into  the  reserve,  and  the  fact  of  the  refinancing  does  not  even 
need  to  be  reported.  (Quarterly,  the  bank  may  be  asked  to  file  a  simple  report  with  MBDC  containing 
merely  a  list  of  the  outstanding  balance  for  each  loan  enrolled  under  the  program).  For  example,  if  a 
$100,000  loan  covered  under  the  program  has  been  paid  down  to  $30,000,  and  then  is  refinanced  back  up 
to  $100,000,  then  no  premium  payments  are  owed.  However,  if  the  loan  were  instead  refinanced  up  to 
$150,000,  then  premium  payments  would  be  owed  on  the  incremental  $50,000  above  the  $100,000,  but 
only  if  the  bank  wanted  to  cover  that  additional  $50,000  under  the  program. 

lines  of  credit  are  treated  with  similar  flexibility.  In  establishing  a  line  of  credit  and  filing  h  for  enrollment, 
the  amount  of  the  loan,  for  the  purposes  of  determining  premium  payments  and  the  maximum  covered 
amount,  shall  be  the  maximum  amount  that  can  be  drawn  against  the  line  of  credit.  Banks  could  use  their 
normal  approach,  including  informal  arrangements  as  applicable,  in  establishing  a  line  of  credit.  A  line  of 
credit,  once  established,  could  then  be  renewed  each  year,  staying  covered  under  the  program,  without  new 
premium  payments  being  required  (unless  the  covered  amount  under  the  program  is  to  be  increased). 

The  collection  and  claims  process  is  also  designed  to  work  in  a  routine,  nonbureaucratic  way.  The  bank 
simply  uses  its  normal  method  for  determining  when  and  how  much  to  charge  off  on  a  loan.  At  the  same 
time  that  a  bank  charges  off  all  or  part  of  a  loan,  the  bank  files  a  one  page  Claim  Form  with  MBDC 
including  evidence  of  the  charge-off,  and  the  payment  will  be  handled  in  a  prompt  and  routine  fashion. 

Because  of  the  payments  that  must  be  made  into  the  reserve,  a  loan  made  under  the  Capital  Access 
Program  is  likely  to  be  a  bit  more  expensive  to  the  borrower  than  a  conventional  bank  loan.  The  premium 
payments  into  the  reserve  are  one-time,  up-front  payments,  the  costs  of  which  can  be  financed.  Thus  the 
longer  the  financing  stays  on  the  books,  the  smaller  is  the  increase  in  the  borrower's  effective  interest  rate. 
However,  the  transactioa  is  still  likely  to  be  more  expensive  than  a  conventional 
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loan.  Borrowers  who  can  obtain  conventional  bank  financing  to  meet  their  needs  would  normally  be  bettia- 
off  with  such  financing,  and  competition  within  the  banking  industry  will  work  to  steer  such  borrowers  to 
conventional  financing.  From  the  perspective  of  borrowers,  the  central  thrust  of  the  Capital  Access 
Program  is  that  h  can  provide  access  to  financing  for  many  companies  that  otherwise  might  not  be  able  to 
obtain  bank  financing  to  meet  their  needs.  Moreover,  financing  under  the  Capital  Access  Program  is  likely 
to  be  much  less  expensive  for  a  company  than  alternative  non-bank  sources  of  financing,  if  any  are 
available. 

It  is  important  that  prospective  borrowers  under  the  program  understand  that  the  loan  is  a  private 
transaction  between  the  bank  and  the  borrower.  While  the  program  may  assist  a  bank  in  being  able  to  take 
more  risk  than  normal,  it  is  still  the  bank  that  is  bearing  the  risk  of  the  loan,  and  is  responsible  for  the 
decision  making 

Allocation  of  Funds 

When  the  law  was  passed,  $5  million  was  appropriated  for  the  program.  When  the  Michigan  CAP  Fund 
was  passed  in  1986,  $5  million  was  allocated  as  well.  As  of  this  writing,  their  program  has  resulted  in  o^r 
2,000  loans  exceeding  $100  million,  approaching  a  22  to  1  private  to  public  funding  leverage  ratio.  The 
Michigan  legislature  subsequently  increased  their  funding  another  S9  million  because  of  the  program's 
acceptance  and  success.  In  Massachusetts,  we  expect  over  time  to  achieve  similar  leverage,  similar  bank 
acceptance,  and  a  wide  Massachusetts  geographic  dissemination. 

In  Michigan  the  original  $5  million  allocation  lasted  for  over  six  years.  We  expect  our  program  to  last  a 
good  number  of  years,  with  the  possibility  of  expansion  both  on  the  state  and  possibly  the  federal  leVd  in 
the  near  future  Some  ten  states  are  currently  offering  or  developing  a  similar  program. 

Eligible  Loans  and  Borrowers 

The  fundamental  thrust  of  the  program  is  to  make  eligibility  as  broad  as  possible  so  as  to  maximize  the 
impact  on  Massachusetts  economy  and  to  avoid  the  second  guessing  of  private  market  decisions.  The 
borrower  can  be  a  corporation,  partnership,  joint  venture,  sole  proprietorship,  cooperative  or  other  entity 
that  is  for  profit  and  is  authorized  to  conduct  business  in  the  State  of  Massachusetts. 

There  are,  however,  a  relatively  small  number  of  restrictions  that  are  either  mandated  by  statute  or  are 
necessary  to  protect  the  basic  integrity  and  purpose  of  the  program.  These  restrictions  are  described 
below: 
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1.  The  borrower's  principal  place  of  business  must  be  in  Massachusetts. 

2.  The  borrower's  annual  sales  in  the  latest  fiscal  year  cannot  exceed  $5  million. 

3.  Total  loans  from  the  lender  (or  affiliated  to  the  borrower  cannot  exceed  S500.000. 

4.  The  loan  must  be  for  a  business  purpose  in  Massachusetts. 

5.  Refinancing  Prior  Debt  Which  is  Not  in  Program  -  A  bank  is  not  permitted  to  take  an  existing  lo»n 
on  its  books  (or  on  the  books  of  an  affiliate)  which  is  not  in  the  program  and  simply  refinance  it,  without 
adding  new  money,  and  put  the  refinanced  loan  under  the  program.  However,  if  a  bank  refinances  an 
existing  loan  and  adds  new  money  by  increasing  the  outstanding  balance,  it  is  permissible  to  cover  under 
the  program  an  amount  not  exceeding  the  amount  of  the  new  money.  For  example,  if  an  existing  loan,  not 
under  the  program,  has  an  outstanding  balance  of  $  1 00, 000  and  that  loan  is  refinanced  with  a  new  balance 
of  $  1 50,000.  the  refinanced  loan  can  be  enrolled  under  the  program,  but  the  covered  amount  could  not 
exceed  $50,000. 

6.  Conflicts  of  Interest  -  A  bank  is  not  permitted  to  use  the  program  for  "insider"  transactions. 
Insider  transactions  are  defined  to  include  a  loan  to  an  executive  officer,  director  or  principal  shareholder  of 
the  bank,  a  member  of  the  immediate  family  of  such  an  executive  officer,  director  or  principal  shareholder, 
or  to  a  company  controlled  by  any  of  these  people.  The  basic  definitions  used  in  this  conflict  of  interest 
prohibition  tie  in  to  basic  terms  used  in  the  Federal  Reserve's  Regulation  O. 

7.  Passive  Real  Estate  Ownership  -  The  loan  cannot  be  used  to  finance  passive  real  estate  ownership. 
Passive  real  estate  ownership  would  occur  if  a  company  were  to  buy  land  or  buildings  simply  as  an 
investment,  without  developing  or  improving  the  real  estate  in  any  way,  and  without  intending  to  use  it  for 
its  own  business  operations. 

It  is  important  to  stress,  however,  that  except  for  the  restrictions  against  passive  real  estate 
ownership,  the  program  can  be  used  for  real  estate  financing.  For  example,  the  program  can  be  used  to 
assist  a  company  to  finance  the  acquisition  of  land  or  buildings  intended  to  be  used  in  the  business 
operations  of  the  company. 

The  program  also  can  be  used  to  finance  the  activities  of  a  developer  or  builder  in  acquiring  real 
estate  for  development  or  in  constructing  or  renovating  a  building.  In  the  case  of  a  loan  to  a  developer  for 
construction  or  renovation  financing,  the  loan  under  the  program  should  be  intended  to 

cover  the  period  through  the  construction  or  renovation  phase.  The  permanent  financing  can  also  be 
included,  only  if  the  borrower  will  be  the  company  that  will  use  the  real  estate  for  its  own  business 
operations. 
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Collection  and  Claims 


The  process  for  a  bank  getting  reimbursed  for  losses  on  loans  made  under  the  program  is  intended  to  be  as 
routine  and  nonbureaucratic  as  the  process  for  enrolling  loans  under  the  program.  MB  DC  simply  relies  on 
the  bank  to  exercise  reasonable  care  and  diligence  in  its  collection  activities.  If  a  loan  gets  into  trouble,  the 
program  calls  for  the  bank  to  determine  when  and  how' much  to  charge  off  on  an  enrolled  loan  in  a  manner 
consistent  with  the  bank's  normal  method  for  making  such  determinations  on  its  conventional  business 
loans.  A  bank  would  file  a  claim  under  the  program  at  the  time  it  charges  off  all  or  part  of  a  loan.  The 
claim  may  include  the  full  amount  of  principal  charged  off,  plus  up  to  6  months  accrued  interest,  phis 
out-of-pocket  expenses.  (If  the  amount  of  the  loan  that  the  bank  covered  under  the  program  is  less  than 
the  amount  of  principal  charged  off,  then  the  amount  of  principal  and  accrued  interest  included  in  the  claim 
shall  not  exceed  the  principal  amount  covered  under  the  program,  phis  accrued  interest  attributable  to  such 
covered  principal  amount). 

In  keeping  with  the  extremely  nonbureaucratic  nature  of  the  program,  the  Claim  Form  submitted  by  the 
lender  to  MBDC  is  only  a  half-page  form.  The  program  provides  for  prompt  and  routine  payment.  Copies 
of  Board  minutes  authorizing  the  charge-off  accompanies  the  form. 

The  program  is  structured  so  that  when  the  bank  makes  a  loan  and  then  enrolls  it  in  the  program,  the  back 
is  automatically  making  a  small  number  of  representations  and  warranties  to  MBDC  that  the  loan  complies 
with  program  requirements.  If  the  bank  later  suffers  a  loss  on  that  loan  and  property  files  the  claim,  the 
only  grounds  for  denial  of  the  claim  would  be  if  the  representations  and  warranties  made  by  the  bank  at  the 
original  time  of  the  enrollment  of  the  loan  were  known  by  the  bank  to  be  false  at  the  time  the  loan  was 
filed. 

The  claim  process  allows  a  bank  to  recover  its  loss  at  the  time  it  recognizes  the  loss,  prior  to  having  to 
exercise  its  collateral  rights  or  other  legal  remedies  in  connection  with  the  loan.  However,  the  bank  would 
be  expected  to  continue  to  exercise  its  collateral  or  other  rights  in  a  manner  such  as  it  would  do  for  a 
conventional  bank  loan.  If  there  were  a  subsequent  recovery  from  the  exercise  of  such  rights,  so  that  the 
amount  of  loss  ultimately  were  less  than  the  amount  for  which  the  bank  had  been  reimbursed  from  the 
earmarked  reserve,  the  bank  would  put  the  relevant  amount  of  the  recovery,  net  of  out-of-pocket  expenses, 
back  into  the  reserve.  This  is  similar  to  the  process  that  a  bank  would  follow  in  putting  recoveries  on 
conventional  loans  back  into  the  bank's  internal  loan  loss  reserve. 


232 


As  described  above,  the  intent  of  the  program  is  for  the  bank  to  be  fully  responsible  for  collection  activities 
and  for  MBDC  to  stay  out  of  the  bank's  way.  However,  as  a  safeguard  against  the  extreme  situation  where 
a  bank  is  abusing  the  intent  of  the  program  by  ignoring  its  obligation  to  exercise  reasonable  care  and 
diligence  in  its  collection  activities,  MBDC  will  reserve  for  itself,  in  limited  circumstances  and  as  a  last 
resort,  the  right  to  be  subrogated  to  the  rights  of  the  bank.  The  subrogation  would  apply  to  any  collateral, 
security  or  other  right  of  recovery,  in  connection  with  a  particular  loan,  which  has  not  been  exercised  by  the 
bank.  This  provision  could  only  take  effect  after  the  bank  has  filed  a  claim  and  has  had  its  loss  fully 
covered.  It  is  hoped  that  MBDC  will  never  have  to  use  this  right  of  subrogation. 

Maintenance  of  the  Reserve  Fund 

A  central  concept  of  the  program  is  that  the  state  owns  the  funds  in  the  bank's  reserve,  but  that  these  funds 
are  legally  dedicated  solely  to  cover  losses  on  loans  made  by  the  bank  under  the  program.  The  state 
actually  pledges  the  funds  in  the  reserve  to  be  available  to  pay  claims  on  loans  under  the  program. 

For  compliance  and  administrative  convenience  for  both  MBDC  and  the  bank,  and  to  provide  an  extra 
benefit  to  the  participating  bank,  it  is  the  plan  of  MBDC  to  open  up  an  account  at  the  bank,  and  deposit  the 
monies  in  the  bank's  earmarked  reserve  right  at  the  bank.  The  plan,  as  it  will  be  implemented,  involves 
establishing  a  money  market  deposit  account  in  MB  DCs  name  at  the  bank's  published  rate  of  interest. 

All  of  the  interest  earned  on  the  funds  in  the  reserve  will  stay  there  until  taken  back  quarterly  by  MBDC  to 
offset  expenses  and  to  then  revert  back  to  the  original  CAP  fund  allocation  to  extend  the  life  of  the 
program. 

Although  the  state  technically  owns  the  funds  in  the  reserve,  it  is  intended  and  expected  that  banks  will 
develop  a  proprietary  interest  in  the  reserve.  The  reserve  earmarked  for  a  bank  takes  on  the  character  of  an 
off-balance  sheet  asset  of  the  bank,  which  enables  it  to  be  more  aggressive  in  its  lending  activities.  The 
bank  controls  the  amounts  of  payments  going  into  the  reserve  and  the  reserve  is  reduced  oaly  when  the 
bank  suffers  a  loss  on  a  loan  made  under  the  program.  The  program  rewards  good  performance,  in  that  as 
loans  are  successfully  paid  off  the  funds  stay  in  the  reserve  and  increase  over  time.  However,  if  at  some 
point  in  the  future  the  bank  were  to  completely  drop  out  of  the  program,  and  after  all  of  the  loans 
previously  made  had  been  paid  off  MBDC  would  ultimately  be  able  to  withdraw  the  funds  from  the 
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Bankers  sometimes  ask  why  the  bank  would  not  be  able  to  get  back  some  or  all  of  the  funds  from  the 
reserve  in  the  event  that  they  have  dropped  out  of  the  program  and  the  loans  have  been  paid  off.  The 
primary  answer  is  that  a  key  provision  in  maintaining  the  structural  integrity  of  the  program  is  that  the  bank 
can  only  gain  access  to  the  funds  in  their  earmarked  reserve  to  cover  losses  on  loans  made  under  the 
program.  If  a  bank  knew  that  it  could  ultimately  withdraw  funds  from  the  reserve  after  dropping  out  of  the 
program,  this  might  create  an  incentive  for  the  bank  to  put  conventionally  bankable  loans  under  the 
program  reasoning  that  in  such  a  situation  it  would  ultimately  get  all  or  most  of  the  money  back.  By 
contrast,  if  the  only  way  that  a  bank  can  gain  access  to  the  funds  in  the  reserve  is  to  cover  losses  from  its 
program  loans,  the  only  way  that  a  bank  can  ultimately  get  any  advantage  from  the  program  is  to  use  it  for 
its  intended  purpose;  as  a  flexible  tool  to  help  the  bank  expand  its  markets  by  taking  more  risk  that  it 
otherwise  could. 

The  program  contains  a  formula  for  addressing  the  effective  dropping  out  of  the  program  by  the  bank.  If 
for  a  consecutive  24  month  period  the  amount  in  the  reserve  fund  continuously  exceeds  the  outstanding 
balance  of  all  of  the  bank's  enrolled  loans  made  since  the  beginning  of  the  program,  MBDC  is  authorized  to 
withdraw  any  such  excess  to  bring  the  reserve  down  to  an  amount  equal  to  100%  of  the  outstanding 
balance.  As  a  practical  matter,  this  formula  would  only  come  into  play  for  a  bank  that  has  dropped  out  of 
the  program  Even  if  a  bank  has  been  inactive  for  a  long  period,  if  it  begins  making  loans  during  the  24 
month  period,  the  aggregate  outstanding  balance  would  generally  quickly  exceed  the  reserve.  The  formula 
is  thus  intended  to  give  MBDC  the  ability  to  withdraw  funds  from  the  reserves  earmarked  for  banks  that 
have  effectively  dropped  out  of  the  program,  but  to  do  it  in  a  manner  that  in  no  way  jeopardizes  the 
protection  that  the  reserve  provides  for  any  loans  still  outstanding. 

Eartv  Stage  Incentives 

How  does  a  bank  proceed  in  the  early  stages  of  its  participation  in  the  program,  before  a  substantial  reserve 
has  been  built  up?  Many  banks  will  understandably  have  a  tendency  to  be  rather  cautious  initially.  As  the 
reserve  begins  to  build,  and  as  the  bank  gains  more  experience  under  the  program,  the  bank  may  gradually 
become  more  aggressive,  expanding  its  margins  that  much  further. 

Even  if  a  bank  is  unfortunate  enough  to  have  one  of  its  early  loans  in  the  program  get  into  trouble,  it  is 
likely  to  be  some  time  before  the  loan  actually  defaults,  and  by  that  time  presumably  the  bank  will  have  a 
portfolio  of  loans  and  have  built  up  an  adequate  reserve.  Nonetheless,  there  is  some  extra  risk  attached  to 
these  early  loans  made  before  substantial  reserves  have  accrued. 
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In  order  to  assist  a  bank  to  build  up  the  reserve  more  rapidly  and  to  address  risk  issues  in  the  eariy  stage;!  of 
a  bank's  participation  in  the  program,  two  special  features  have  been  included  in  the  program.  The  first 
applies  to  the  first  $2  million  of  loans  that  a  bank  makes  under  the  program.  This  feature  provides  that 
MB  DC  will  contribute  a  greater  portion  to  the  reserve.  While  the  minimum  and  nunrimiim  payments  for 
the  borrower  and  the  bank  would  remain  the  same,  MBDC,  rather  than  simply  matching  100%  of  the 
combined  total  of  the  borrower  and  the  bank,  will  instead  contribute  an  amount  equal  to  150%  of  the 
combined  total  of  the  borrower  and  the  bank.  Thus,  in  the  minimum  case,  the  borrower  contributes  1.5%, 
the  bank  1 .5%,  and  MBDC  4.5%  for  a  total  of  7.5%.  In  the  maximum  case,  the  borrower  would 
contribute  3.5%,  the  bank  3.5%,  and  MBDC  10.5%  for  a  total  of  17.5%.  The  first  special  feature  is 
designed  to  help  build  the  reserve  more  rapidly,  and  to  give  the  bank  an  extra  incentive  to  begin  to  use  the 
program. 

The  second  special  feature  applies  to  the  first  $5  million  of  loans  that  a  bank  makes  under  the  program.  If 
one  of  those  loans  suffers  a  loss  and  at  the  time  of  the  loss  there  is  not  enough  in  the  reserve  to  fully  cover 
that  loss,  the  bank  would  initially  be  able  to  withdraw  all  of  the  amount  in  the  reserve  at  the  time  of  the 
loss,  to  cover  the  loss  as  much  as  possible.  If  the  bank  then  continues  making  loans  under  the  program  and 
begins  to  build  the  reserve  back  up,  the  bank  would  be  allowed  to  withdraw  from  the  reserve  at  a 
subsequent  time  in  order  to  fully  cover  the  earlier  loss.  (The  only  restriction  is  that  the  amount 
subsequently  withdrawn  to  cover  the  earlier  loss  cannot  exceed  75%  of  the  amount  in  the  reserve 
immediately  prior  to  such  subsequent  withdrawal).  Thus,  even  at  the  beginning  of  its  participation  in  the 
program,  the  bank  has  the  comfort  of  a  portfolio  insurance  effect,  because  h  knows  that  if  in  the  long  term 
its  losses  are  kept  to  a  reasonable  level,  it  wfll  be  fully  protected  against  loss,  and  the  bank  will  not  suffer 
due  to  unlucky  eariy  losses. 

The  Process  for  a  Bank  To  Sign  Up  for  the  Program 

The  state  and  MBDC  have  approved  a  master  form  of  Agreement  to  be  separately  entered  into  between 
MBDC  and  each  bank  that  wishes  to  participate  in  the  program.  Entering  into  this  Agreement  does  not 
commit  a  bank  to  make  any  loans  under  the  program,  but  does  spell  out  the  full  and  official  parameters  that 
apply  if  a  bank  makes  loans,  and  the  obligations  of  MBDC  and  the  bank  under  the  program. 

Consistent  with  the  entire  approach  to  the  program,  the  process  for  a  bank  to  participate  is  being  kept 
simple  and  routine.  In  addition  to  the  Agreement,  MBDC  is  utilizing  a  half-page  application  form  to  obtain 
information  on  a  depository  institution's  year-end  commercial  and  industrial  loans  outstanding,  and  a  copy 
of  its  latest  balance  sheet  for  statistical  purposes. 
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Reliance  Upon  the  Lenders  and  The  Market  ...  , 

Tbe  Capital  Access  Program  is  structured  to  give  lenders  maximum  freedom  to  make  a  broad  category  of 
Impropriate  for  themselves  and  their  customers.  We  in  turn  are  relying  upon  the  financial  •n^rtutions 
enrolled  to  act  responsibly  in  terms  of  the  letter,  intent  and  spirit  of  the  program.  If  and  when  in  MBDCs 
judgement  the  program  is  being  abused  in  any  way.  we  may  terminate  the  program  for  new  loans  for  that 
institution  (existing  loans  of  course  are  still  covered).  We  expect  that  this  termmauon  authority  wul  not  be 
used. 


JOHN  J.LaFALCE.  New  York 
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Congress  of  the  Bnited  States 

House  of  HeprestntatiotB 

iiwti  Congress 

Committee  on  £mall  Business 

2361  "Rjuburn  Douse  Office  Building 

TOashmflton,  B£  mil-Ill) 

Apnl30.  1996 

Christopher  C.  Gallagher,  Esq. 
Gallagher,  Callahan  and  Gatrell 
P.O.  Box  1415 
Concord,  New  Hampshire   03302-1415 

Dear  Mr.  Gallegher: 

Thank  you  once  again  for  taking  the  time  to  testify  before  our  joint  Subcommittee  hearing  on  bank  consolidation 
and  its  effects  on  small  business  lending.    Your  testimony  was  a  great  source  of  information  for  us. 


As  was  mentioned  during  the  hearing,  time  constraints  prevented  us  from  asking  certain  questions  and  going  into 
greater  detail  on  others.  We  also  understand  that  a  lack  of  time  may  have  prevented  you  from  responding  in  full. 
We  would  greatly  appreciate  it  if  you  would  take  some  lime  to  review  the  following  questions  and  answer  them 
in  as  great  detail  as  possible.    Your  answers  will  be  pnnted  in  the  official  record  of  the  hearing's  proceedings. 

1 .  In  his  written  testimony,  Mr.  Aloise  of  the  Bank  of  Boston  lists  "credit  scoring"  as  one  of  several  bank 
initiatives  that  are  pending  to  enhance  credit  availability  to  small  businesses.  In  testimony  before  the 
Small  Business  Committee,  however,  we  have  heard  that  "credit  scoring"  is  not  helpful  to  many  small 
businesses  —  in  particular  start-up  companies  -  who  simply  do  not  have  the  data  to  meet  the  requirements 
of  "credit  scoring."  First,  would  you  please  explain  the  process  of  "credit  scoring"  for  the  record  in  as 
much  detail  as  possible.  Also,  would  you  please  comment  on  whether  you  believe  "credit  scoring"  will 
enhance  or  curtail  credit  availability  to  small  entrepreneurs  and  why. 

2.  Relatedly,  what  do  you  believe  would  most  enhance  credit  availability  to  small  entities? 

3  What  are  your  views  on  the  1993  small  business  disclosure  rule  which  requires  banks  to  annually  report 

all  loans  made  under  $1  million?  In  your  opinion,  does  it  help  small  businesses  obtain  capital?  While 
no  longer  likely,  if  Congress  were  to  pass  banking  regulatory  reform  this  year,  would  you  support 
retaining  this  disclosure  rule? 

Once  again,  we  thank  you  for  your  contribution  and  look  forward  to  your  response. 

Sincerely,     ^  /    J  /  ^^ 

LIND^MITH  PETER  G.  TORKILDSEN 

tion  and  Finance 

Up* 


Chairwoman,  m  Chairman. 

Subcarflmitte#on  Taxation  and  Finance  Subcommittee  on  Government  Progran 


Ranking 

Subcommittee  on  Taxation  and  Finance 
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Gallagheh,  Callahan  6c  Gaeteell 

Phofessionai  Association 

214  Nohth  Matn  Street 

P.O.Box  1413 

Concorjd,  New  Hampshibe  03302-1415 
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aoo-528-nei 

603-228-118X 
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Michael  R  CaIXahan 
Donald  E.  Gabthzll 
John  B-  Pendltion 
Edwahd  E.  Shttmajcex.  HI 
W,  John  Fxr>nt 
Michael  D.  Ri-edio 
Janxs  L_  Rbcsz 
Aurrz  G-  Scheeh 
Dents  J.  Malonty 
David  a.  GAafrxxu. 


DONAJLD  J.  PTTTNTJSTEIN 
AJTDKTW  B.  Ftt  in 

Robert  E  Kxhb y 
Donaxd  R  Saxon 
Exxwajld  B.  Mctjjoan.  rv 

StTSAN   B    HOLUNOCH 

Ajdrea  K.  Johnstone 
Bbxajc  C  Gotoas 
Dotjd  S.  Ghpttith 
Daniel  E.  Ltford 
A*cdhea  P.  Muirhiad 


May  7,  1996 


The  Honorable  Linda  Smith 

Chairwoman 

Subcommittee  on  Taxation  and  Finance 

The  Honorable  Peter  G.  Torkildsen 

Chairman 

Subcommittee  on  Government  Programs 

The  Honorable  Martin  Meehan 

Ranking  Member 

Subcommittee  on  Taxation  and  Finance 

Committee  on  Small  Business 
United  States  House  of  Representatives 
2361  Rayburn  House  Office  Building 
Washington,  DC   20515-6315 

Dear  Madame  Chairman  and  Members  of 
the  Subcommittees: 

Thank  you  for  your  kind  words  and  for  the  opportunity  to 
respond  to  your  guestions,  all  of  which  are  extremely  important. 

My  responses  are  attached  hereto  in  numerical  order. 

Very  truly  yours, 


Christopher  y.    Gailagher 


CCG/jlb 
Enclosure 
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RESPONSES 


RESPONSE  TO  QUESTION  1. 


Credit  scoring  is  the  application  of  computerized  scoring  models  to  the  process  of 
underwriting  loans.  It  is  based  upon  a  range  of  variables  including  previous  credit 
delinquencies.  It  works.  While  there  is  no  way  to  predict  the  credit  performance  of  any 
one  individual,  operating  in  the  context  of  a  number  of  loan  decisions,  one  can  measure 
and  predict  with  some  accuracy  the  level  of  risk  associated  with  certain  groups  of 
borrowers.  Scorecards  include  tabulations  of  the  information  available  about  a  borrower, 
weighted  and  analyzed  in  a  way  that  will  produce  a  predictable  level  of  credit 
performance  by  the  group  of  borrowers  which  includes  the  individual  applicant. 

Credit  scoring  has  been  used  for  years  by  high  volume  consumer  lenders  issuing 
credit  cards  and  car  loans.  In  that  lending  context,  actuarially  predictable  credit 
performance  is  reflected  in  interest  rates,  collateralization  or  other  procedures.  More 
recently,  credit  scoring  has  been  used  in  the  home  mortgage  market  by  primary  lenders. 
Although  underwriting  in  this  sector  is  more  individual  than  actuarial,  the  collateral  is 
standard  and  costs  of  foreclosure  are  predictable.  Credit  scoring  is  now  encouraged  by 
Fannie  Mae  and  Freddie  Mac,  and  over  time  will  become  the  norm. 

Applied  to  small  business  loans,  credit  scoring  can  aid  the  process  of  underwriting, 
which  is  by  definition,  more  complex  than  consumer  and  home  mortgage  lending.  Credit 
scoring  is  predictive  of  that  component  of  repayment  risk  assessment  that  is  based  upon 
the  reliability  of  the  person  managing  the  elements  affecting  payback.  Functionally,  in  the 
underwriting  process  it  resembles  what  used  to  be  called  "character."  Small  business 
loan  paybacks  are  of  course  based  upon  a  multitude  of  factors,  some  well-beyond  the 
reach  and  control  of  the  borrower,  while  others  depend  upon  the  borrower's  ability  to 
respond  to  changing  business  conditions.  Accordingly,  credit  scoring  is  not  used  by 
banks  as  a  solitary  predictor  of  small  business  creditworthiness  But  since  it  can 
successfully  aid  analysis  of  the  "personal"  factor  in  small  business  loan  repayment,  it  is 
a  useful  aid  to  small  business  loan  underwriting,  and  its  use  is  increasing. 

Credit  scoring  must  itself  be  "scored"  as  a  help  to  small  business,  especially  for 
those  kinds  of  loans  for  which  the  "information"  needed  to  underwrite  is  incomplete,  either 
because  the  size  of  the  loan  doesn't  warrant  a  more  involved  process,  or  because  of  the 
nature  or  history  of  the  small  business  Credit  scoring  adds  efficiency  and  supplemental 
information  that  can  benefit  new  or  very  small  business  borrowers.  Recent  studies  have 
demonstrated  that  credit  history  (a  heavily  weighted  factor  in  credit  scoring)  is  one  of  the 
most  reliable  predictors  of  loan  repayment.  Accordingly,  because  of  credit  scoring,  some 
business  loans  will  be  made  that  otherwise  might  not  have  been  made.  It  opens  doors 
that  otherwise  would  have  been  closed.  Because  it  adds  efficiencies  to  process,  credit 
scoring  is  appropriately  discussed  in  a  hearing  focused  upon  bank  consolidation  and 
structure.  Both  issues  are  about  operating  efficiencies.  Operating  efficiently,  banks  can 
devote  more  resources  to  their  unique  and  critical  role  in  the  small  business  lending 
sector  Credit  scoring  adds  to  bank  efficiency,  and  thus  enhances  the  reliability  and 
availability  of  small  business  loans 
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People  who  represent,  own  or  are  otherwise  financially  connected  to  banking  or 
credit  scoring  (a  group  that  includes  your  respondent)  will  tell  you  that  credit  scoring  is 
beneficial  to  bank  customers,  including  small  business.  Nevertheless,  there  are  some 
who  fear  any  process  that  even  appears  to  apply  a  "black  box"  approach  to  bank  lending. 
Federal  Reserve  Board  Governor  Lawrence  Lindsey  has  stated  that  the  use  of  computer 
models  to  measure  creditworthiness  will  be  "overwhelmingly  dominant"  by  decade's  end. 
His  concern  was  expressed  in  a  1994  speech  to  the  Boston  Bar  Association  in  which  he 
warned  that  with  credit  scoring  "we  will  obtain  the  fairness  of  the  machine,  but  lose  the 
judgement,  talents  and  sense  of  justice  that  only  human  beings  can  bring  to  decision 
making."  In  an  eloquently  ironic  development,  Governor  Lindsey  was  himself  turned 
down  by  the  Bank  of  New  York  for  a  retailer's  credit  card  on  the  basis  of  his  low  credit 
score  (apparently  based  upon  multiple  credit  status  requests).  The  turndown  of  Governor 
Lindsey  elevated  his  focus  and  has  triggered  new  scrutiny  of  the  process  People 
concerned  with  discriminatory  outcomes  are  particularly  suspicious  regarding  its  impact 
on  minority  borrowing,  raising  arguments  similar  to  those  raised  regarding  the  use  of  SAT 
scores  to  predict  college  success.  The  fact  is,  however,  that  credit  scoring  performs  as 
it  advertises.  It  can  predict  what  percentage  of  a  large  group  of  people  with  similar 
scores  will  repay  their  loans.  This  is  valuable  information  no  lender  can  or  should  ignore. 
Earlier  this  year,  Chemical  Banking  Corp.,  now  merged  with  Chase  to  become  the 
country's  largest  bank,  stated  that  it  began  a  year  ago  using  credit  scoring  to  rate 
creditworthiness  of  small  business  borrowers.  It  has  recently  stated  that  the  process 
"exceeded"  its  expectations,  adding  that  credit  scoring  has  sped  up  its  approval  cycle, 
enabled  lenders  to  spend  more  time  prospecting  for  borrowers,  and  thus  has  helped 
contribute  to  a  44%  increase  in  small  business  borrowing. 

Credit  scoring  can  be  a  powerful  too!  for  the  good.  It  will  enhance  small  business 
lending.  As  with  all  powerful  tools,  its  impacts  will  have  to  be  watched  carefully  to  ensure 
that  they  continue  to  be  appropriate  Beyond  lending,  its  utility  as  a  predictor  of  behavior 
is  expanding  its  use  into  other  areas  of  business  that  require  continuing  responsible 
behavior  by  one  of  the  parties.  Rents,  insurance  and  other  similar  relationship 
undertakings  are  proving  to  be  useful  transactions  for  credit  scoring.  Credit  scoring  is 
here  to  stay.  And  if  at  the  end  of  the  day  the  only  persons  complaining  are  those  whose 
poor  credit  history,  minimal  information,  and  lack  of  collateral  are  resulting  in  difficulties 
obtaining  small  business  loa"hs,  credit  scoring  is  producing  the  right  result.  Our  economy 
cannot  be  allowed  to  relive  the  results  of  sloppy  bank  underwriting  that  contributed  to  our 
all  too  recent  bank  problems  and  our  New  England  recession.  If  credit  scoring  can  help 
New  England  avoid  another  credit  crunch,  it  is  a  very  positive  policy  development. 
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RESPONSE  TO  QUESTION  2. 

Having  taken  too  long  to  answer  the  first  question,  I  will  be  quicker  about  the 
second.  Banking  needs  can  be  summarized.  Banks  must  consolidate  where  resulting 
structural  efficiencies  will  allow  them  to  operate  more  effectively.  They  require  constant 
review  of  statutory  and  regulatory  regimes  to  ensure  that  resources  that  could  be  better 
allocated  to  the  proper  business  of  sound  banking  are  not  being  diverted  to  unnecessary 
compliance  activities.  They  must  be  allowed  to  structure  their  product  and  service 
delivery  systems  (like  credit  scoring)  as  well  as  their  corporate  structures  (i.e.  bank  or 
bank  holding  company)  in  a  way  that  maximizes  consumer  value  by  minimizing  waste  and 
other  operating  inefficiencies.  Coupled  with  geographic  and  product  diversification, 
efficiently  operating  banks,  both  large  and  small,  can  continue  to  perform  the  critical 
financial  services  they  were  designed  to  perform,  and  do  so  with  appropriate  safety  and 
soundness.  In  today's  competitive  environment,  impairments  to  operating  efficiencies  that 
are  no  longer  compelled  by  sound  public  policy  are  a  threat  to  the  stability  of  banks,  and 
as  a  result  to  the  customers  who  rely  upon  them. 


RESPONSE  TO  QUESTION  3. 

It  is  too  early  to  tell  whether  or  not  this  has  been  useful.  I  doubt  that  it  has  any 
bearing  at  all  on  capital  availability  for  small  business.  Whether  it  will  aid  in  the  promotion 
of  fair  lending  is  unclear.  But  if  it  reminds  everyone-Congress,  regulators,  and  banks 
alike—that  small  business  lending  has  strong  public  policy  purposes  and  thus  must  be 
closelymonitored  (especially  in  New  England),  this  requirement  may  remain  useful.  If  we 
are  to  produce  the  jobs  we  need  to  accommodate  the  changes  we  must  manage  and 
absorb  to  stay  competitive  in  the  global  economy,  we  will  need  a  strong  small  business 
environment.  Bank  lending  is  critical  to  that  strength.  Before  the  next  banking  bill 
passes,  the  rule's  continued  utility  should  be  reexamined. 
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Congress  of  the  United  States 

House  of  HtprcBtntatiotfi 

1 01  rti  Congras 

Committee  on  £>mall  Business 

iw  Rjo.bum  ftouBt  Office  Building 

WMlraigton,  BC  wii-Kii 


JOHN  J  UFALCE.  New  York 


Apnl  30,  1996 


Mr.  John  P.  Hamill 

President,  Fleet  Bank  of  Massachuse 

75  State  Street 

Boston,  Massachusetts   02109-1810 

Dear  Mr.  Hamill: 


Thank  you  once  again  for  taking  the  time  to  testify  before  our  joint  Subcommittee  heanng  on  bank  consolidation 
and  its  effects  on  small  business  lending.    Your  testimony  was  a  great  source  of  information  for  us. 

As  was  mentioned  during  the  heanng,  time  constraints  prevented  us  from  asking  certain  questions  and  going  into 
greater  detail  on  others.  We  also  understand  thai  a  lack  of  time  may  have  prevented  you  from  responding  in  full. 
We  would  greatly  appreciate  it  if  you  would  take  some  time  to  review  the  following  questions  and  answer  them 
in  as  great  detail  as  possible.    Your  answers  will  be  printed  in  the  official  record  of  the  hearing's  proceedings. 

1 .  In  his  written  testimony,  Mr.  Aloise  of  the  Bank  of  Boston  lists  "credit  scoring"  as  one  of  several  bank 
initiatives  that  are  pending  to  enhance  credit  availability  to  small  businesses.  In  testimony  before  the 
Small  Business  Committee,  however,  we  have  heard  that  "credit  scoring"  is  not  helpful  to  many  small 
businesses  -  in  particular  start-up  companies  —  who  simply  do  not  have  the  data  to  meet  the  requirements 
of  "credit  scoring."  First,  would  you  please  explain  the  process  of  "credit  scoring"  for  the  record  in  as 
much  detail  as  possible.  Also,  would  you  please  comment  on  whether  you  believe  "credit  scoring"  will 
enhance  or  curtail  credit  availability  to  small  entrepreneurs  and  why. 

2.  Relatedly,  what  do  you  believe  would  most  enhance  credit  availability  to  small  entities? 

3  What  are  your  views  on  the  1993  small  business  disclosure  rule  which  requires  banks  to  annually  report 

all  loans  made  under  $1  million?  In  your  opinion,  does  it  help  small  businesses  obtain  capital?  While 
no  longer  likely,  if  Congress  were  to  pass  banking  regulatory  reform  this  year,  would  you  support 
retaining  this  disclosure  rule? 

Once  again,  we  thank  you  for  your  contribution  and  look  forward  toy^fcir  response. 

Sincerely,        ^  ft  f  ^^» 

LINDA  SMITH  PETER  G   TORKILDSEN 

Chairwoman,  Chairman, 

i  on  Taxation  and  Finance  Subcommittee  on  Government  Programs 


U^-^ 


Ranking  Member* 

Subcommittee  on  Taxation  and  Finan 
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1.   Credit  Scoring 

There  is  little  question  that  credit  scoring  will  lead 
to  greater  standardization  of  small  business  lending 
and  the  eventual  development  of  a  vibrant  secondary 
market.   This  will  bring  about  increased  lending   by 
financial  institutions  to  small  businesses.   The  most 
widely  used  credit  scoring  program  in  the  banking 
industry  was  developed  by  Robert  Morris  Associates  and 
Fair,  Isaac.   Last  year,  the  Small  business 
Administration  purchased  the  RMA/Fair,  Isaac  Small 
Business  Scoring  Services  (SBSS)  to  help  administer  the 
agency's  Low  Doc  Program. 

Fleet  has  internally  developed  it's  own  small  business 
scoring  system  similar  to  the  RMA/Fair,  Isaac  Small 
Business  Scoring  Services  (SBSS) ,  which  is  an 
integrated  risk  assessment  and  automated  credit 
application  processing  system. 

Criteria  for  acceptance  is  based  on  an  initial  set  of 
empirically  derived  pooled  data  scorecards.   The 
scorecards  measure  potential  credit  risk  from  small 
business  customers  using  application,  financial,  and 
credit  report  information,  as  well  as  industry 
comparisons  using  data  from  RMA's  Annual   Statements 
Studies . 

By  using  the  scoring  system,  institutions  can  raise 
loan  acceptance  rates,  reduce  delinquency  rates, 
improve  turnaround  time,  reduce  underwriting  costs, 
simplify  the  credit  application  process,  and  greatly 
enhance  the  risk  management  control  of  their  loan 
portfolio.   By  providing  significant  costs  advantages 
for  evaluating  the  risks  associated  with  small  business 
lending,  credit  scoring  will  enable  institutions  to 
increase  their  small  business  lending  volume.   As  to 
the  concern  of  some  that  "start-up  companies"  will  not 
have  the  information  needed  for  credit  scoring  systems, 
much  of  the  data  required  is  based  on  personal 
financial  history  and  should,  therefore,  be  readily 
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available.   Programs  such  as  SBA  Low  Doc  further 
enhances  the  flexibility  of  scoring  systems  for  the  use 
in  start-up  situations. 

It  is  likely  that  the  use  of  scoring  systems,  much  like 
residential  housing  financing  secondary  market,  will 
create  the  need  for  programs  which  address  certain 
unmet  market  needs.   Overall  market  access  however  will 
certainly  be  expanded  and  enhanced  through  wider  use  of 
scoring  systems. 
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2.   What  would  most  enhance  credit  availability  to 
small  entities? 

Obviously,  continued  economic  growth  is  the  best  way  to 
enhance  credit  availability  to  small  entities. 
However,  a  reduction  of  overly  burdensome  regulation, 
to  which  non-bank  competitors  are  not  subject  to,  would 
greatly  assist  institutions  in  better  serving  the  small 
business  community.   There  is  little  question  that 
technological  advances,  such  as  the  use  of  credit 
scoring  systems  will   enable  the  industry  to  better 
manage  risk.   Financial  institutions  will  then  be 
better  positioned  to  maximize  lending  opportunities  and 
serve  small  business  more  effectively. 
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3.   Small  Business  Disclosure  Rule 

Beginning  this  year,  banks  are  reguired  to  track  and 
disclose  small  business  lending  by  census  tract  to  the 
banking  agency  regulators.   In  March  of  1997,  the 
regulators  will  publicly  release  an  aggregate  amount  of 
small  business  lending  as  reported  by  institutions  they 
supervise.   However,  a  growing  number  within  the 
industry  believe  that  this  information  will  not 
adequately  reflect  the  true  scope  and  size  of  lending 
activity  to  the  small  business  community  because  the 
regulatory  definition  of  a  small  business  loan  does  not 
include  a  loan  secured  by  the  home  of  the  owner.   By 
not  including  such  lending  in  the  aggregate  lending 
figure  to  be  disclosed  by  the  regulators,  small 
business  lending  activity  will  be  misrepresented. 

Moreover,  a  number  of  institutions  are  having 
difficulty  retrieving  small  business  lending  data  from 
their  automated  information  systems.   The  requirement 
that  data  be  coded  by  census  tract  has  caused  problems 
in  capturing  loans  in  many  rural  area.   Thus,  it  is 
unlikely  that  the  data  release  next  year  on  the 
industry's  lending  to  small  business  entities  will 
accurately  reflect  the  true  scope  of  lending  activity. 
Additionally,  reporting  requirements  will  be  exclusive 
of  non-bank  lenders  which  are  playing  an  increasing 
role  in  lending  to  small  business.   Any  reporting 
requirements  should  be  inclusive  to  all  lending 
activity  related  to  small  business.   However  the  cost 
of  obtaining  such  data  only  serves  to  negatively  impact 
the  very  efforts  which  the  data  serves  to  support. 
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Congress  of  the  United  States 

House  of  lleprescntatioes 

iiHtti  CongrtBB 

Committee  on  Small  Business 

:w  Kjubum  flousc  Offirt  Building 
Washington.  PC  :aii5-enii 


JOHN  J.  UFALCE.  New  York 


April  30,  1996 

Mr.  T.  Lincoln  Monson,  Jr. 

President,  First  National  Savings  Bank  of  Ipswich 

31  Market  Street 

Ipswich,  Massachusetts  01938 

Dear  Mr.  Monson: 

Thank  you  once  again  for  taking  the  time  to  testify  before  our  joint  Subcommittee  hearing  on  bank  consolidation 
and  its  effects  on  small  business  lending.    Your  testimony  was  a  great  source  of  information  for  us. 

As  was  mentioned  during  the  hearing,  time  constraints  prevented  us  from  asking  certain  questions  and  going  into 
greater  detail  on  others.  We  also  understand  that  a  lack  of  time  may  have  prevented  you  from  responding  in  full. 
We  would  greatly  appreciate  it  if  you  would  take  some  time  to  review  the  following  questions  and  answer  them 
in  as  great  detail  as  possible.    Your  answers  will  be  printed  in  the  official  record  of  the  hearing's  proceedings. 

1.  In  his  written  testimony,  Mr.  Aloise  of  the  Bank  of  Boston  lists  "credit  scoring"  as  one  of  several  bank 
initiatives  that  are  pending  to  enhance  credit  availability  to  small  businesses.  In  testimony  before  the 
Small  Business  Committee,  however,  we  have  heard  that  "credit  scoring"'  is  not  helpful  to  many  small 
businesses  —  in  particular  start-up  companies  —  who  simply  do  not  have  the  data  to  meet  the  requirements 
of  "credit  scoring."  First,  would  you  please  explain  the  process  of  "credit  scoring"  for  the  record  in  as 
much  detail  as  possible.  Also,  would  you  please  comment  on  whether  you  believe  "credit  scoring"  will 
enhance  or  curtail  credit  availability  to  small  entrepreneurs  and  why. 

2.  Relatedly,  what  do  you  believe  would  most  enhance  credit  availability  to  small  entities? 

3  What  are  your  views  on  the  1993  small  business  disclosure  rule  which  requires  banks  to  annually  report 

all  loans  made  under  SI  million?  In  your  opinion,  does  it  help  small  businesses  obtain  capital?  While 
no  longer  likely,  if  Congress  were  to  pass  banking  regulatory  reform  this  year,  would  you  support 
retaining  this  disclosure  rule? 


Once  again,  we  thank  you  for  your  contribution  and  look  forward  to  your  response 


LINDA  SMITH 

Chairwoman 

Subcommittefbn  Taxation  and  Finance 


tion  and  finance 


PETER  G.  TORKILDSEN 

Chairman, 

Subcommittee  on  Government  Programs 


Ranking  Member, 

Subcommittee  on  Taxation  and  Finance 
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-©The  First  National  Bank 


Of     P  S  V\  I  C  H 


T    Lincoln  Monson.  Jr 

Chairman  of  the  Board  May  10,  1996 

President 

The  Honorable  Linda  Smith 

Chairwoman 

Subcommittee  on  Taxation  and  Finance 

The  Honorable  Peter  G.  Torkildsen 

Chairman 

Subcommittee  on  Government  Programs 

The  Honorable  Martin  Meehan 

Ranking  Member 

Subcommittee  on  Taxation  and  Finance 

Committee  on  Small  Business 
Umted  States  House  of  Representatives 
2361  Rayburn  House  Office  Building 
Washington,  DC  20515-6315 

Dear  Madame  Chairman  and  Members  of 
the  Subcommittees: 

This  is  in  response  to  your  letter  of  April  30,  1996,  a  copy  of  which  is  attached  for  easy 
reference    I  will  respond  to  your  questions  in  the  same  order  that  they  were  presented: 

1  Credit  scoring  is  a  loan  approval  technique  which  has  been  in  long  use  in 
connection  with  consumer  installment  lending  Its  application  to  small 
business  lending  is  more  recent  What  follows  is  a  simplistic  conceptual 
description  of  credit  scoring.  Credit  scoring  systems  are  typically  developed  by 
analyzing  the  historical  performance  of  a  portfolio  of  loans  of  a  single  type.  e.g. 
unsecured  personal  loans,  over  its  lifetime  The  analysis  is  focused  on 
identifying  those  characterises  of  individual  loans  which  are  common  to  loans 
which  payout  in  accordance  with  their  original  terms  Similarly,  the  analysis 
will  identify  certain  characteristics  which  are  common  to  loans  that  default  or 
fail  to  pay  in  full.  The  characteristics  are  then  prioritized  and  weighted 
according  to  importance  The  credit  application  requests  information  from  the 
prospective  borrower  relevant  to  these  characteristics  The  system  applies  the 
numerical  weightings  (points)  to  each  characteristic  These  are  added  together 
and  if  the  total  exceeds  a  pre-determined  threshold  the  loan  request  is 
approved  If  the  score  is  below  the  threshold  the  request  is  denied 
Characteristics  might  include  such  factors  as  current  income,  length  of  time  in 
current  job,  length  of  time  in  previous  job.  length  of  time  at  current  address, 
length  of  time  at  previous  address,  credit  history,  etc  An  applicant  who  has 
been  in  his  or  her  current  job  for  10  years  might  receive  more  points  for  this 
factor  than  one  who  has  been  in  his  or  her  current  job  for  6  months 
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Could  credit  scoring  be  helpful  to  a  start-up  company  trying  to  obtain  credit? 
This  answer  could  be  yes  or  no  If  the  scoring  system  is  applied  only  to  the 
company  which  has  no  history,  the  answer  is  likely  to  be  no  However,  if  the 
scoring  is  applied  to  the  individual(s)  sponsoring  the  company,  the  answer 
could  be  yes.  In  the  latter  situation,  the  lender  would,  in  fact,  be  substituting 
the  credit  worthiness  of  the  individual  sponsor(s)  for  the  company  which  has 
none  There  has  been  a  growing  practice  of  doing  just  this  or  at  least  looking  at 
both  the  company  and  its  sponsor(s)  in  the  course  of  making  the  credit  decision. 
By  the  way,  lending  money  to  start-up  companies  is  perhaps  the  most  difficult 
task  for  lenders  precisely  because  there  is  no  history  of  performance.  The 
financial  needs  of  a  start-up  are  best  met  with  equity  which  has  no  current 
carrying  cost  and  a  very  long  time  horizon  Banks  really  cannot  afford  to  take 
on  equity  like  risks  with  money  that  belongs  to  depositors  and  shareholders. 

2  This  is  a  very  open  ended  question  Certainly  the  best  enhancer  of  credit 
availability  to  small  businesses  is  a  track  record  of  successful  operation 
documented  by  reliable  and  reasonably  detailed  financial  information  State  or 
Federal  Government  loan  guarantee  programs  such  as  those  offered  by  the 
Small  Business  Administration  or  Massachusetts  Business  Development  Corp 
substantially  increase  the  pool  of  loan  funds  available  to  small  businesses. 
Maintaining  these  programs  is  particularly  critical  to  those  small  businesses 
whose  performance  is  at  the  margin  of  acceptablity  for  bank  credit  approval 
purposes. 

3  I  do  not  believe  that  the  cited  disclosure  helps  small  businesses  obtain 
additional  capital  in  any  significant  way  For  a  bank  such  as  The  First  National 
Bank  of  Ipswich  such  reporting  is  entirely  superfluous  Our  Legal  Limit  is 
$1,200,000  our  House  Limit  is  $750,000  and  our  average  commercial  loan  is 
probably  closer  to  $150,000  As  a  practical  matter,  therefore,  the  only  business 
we  can  lend  to  is  a  small  business  I  would  not  support  retaining  this 
disclosure. 

Thank  you  again  for  the  opportunity  to  participate  in  this  process.   I  would  be  happy  to 
answer  any  additional  questions  you  might  have. 

Very  truly  yours, 


FtjLrA  %#*^ 


250 


JAN  MEYERS.  Ka 


JOHN  J   UFALCE,  New  Yobk 


Congress  of  the  United  States 

Douse  of  Representation 

KHtti  Congress 
Committee  on  Small  Business 

2501  Rjybuni  ttoufic  Office  Building 
TOasfengton,  ©£  wh-*m 


Apnl  30,  1996 

Mr.  James  G.  Zafns,  Jr. 
President,  Danvers  Savings  Bank 
1  Conant  Street 
Danvers,  Massachusetts   01923 

Dear  Mr.  Zafns: 

Thank  you  once  again  for  taking  the  time  to  testify  before  our  joint  Subcommittee  heanng  on  bank  consolidation 
and  its  effects  on  small  business  lending.    Your  testimony  was  a  great  source  of  information  for  us. 

As  was  mentioned  during  the  heanng,  time  constraints  prevented  us  from  asking  certain  questions  and  going  into 
greater  detail  on  others.  We  also  understand  that  a  lack  of  time  may  have  prevented  you  from  responding  in  full. 
We  would  greatly  appreciate  it  if  you  would  take  some  time  to  review  the  following  questions  and  answer  them 
in  as  great  detail  as  possible.    Your  answers  will  be  pnnted  in  the  official  record  of  the  heanng's  proceedings. 

1.  In  his  wntten  testimony,  Mr.  Aloise  of  the  Bank  of  Boston  lists  "credit  sconng"  as  one  of  several  bank 
initiatives  that  are  pending  to  enhance  credit  availability  to  small  businesses.  In  testimony  before  the 
Small  Business  Committee,  however,  we  have  heard  that  'credit  sconng"  is  not  helpful  to  many  small 
businesses  —  m  particular  start-up  companies  —  who  simply  do  not  have  the  data  to  meet  the  requirements 
of  "credit  sconng."  First,  would  you  please  explain  the  process  of  "credit  sconng"  for  the  record  in  as 
much  detail  as  possible.  Also,  would  you  please  comment  on  whether  you  believe  "credit  sconng"  will 
enhance  or  curtail  credit  availability  to  small  entrepreneurs  and  why. 

2.  Relatedly,  what  do  you  believe  would  most  enhance  credit  availability  to  small  entities? 

3  What  are  your  views  on  the  1993  small  business  disclosure  rule  which  requires  banks  to  annually  report 

all  loans  made  under  $1  million?  In  your  opinion,  does  it  help  small  businesses  obtain  capital?  While 
no  longer  likely,  if  Congress  were  to  pass  banking  regulatory  reform  this  year,  would  you  support 
retaining  this  disclosure  rule? 

Once  again,  we  thank  you  for  your  contnbution  and  look  forward  tovpur  response. 

Sincerely,     j*  /     J         /* 

LINDA  SMITH  PETER  G.  TORKI 


LINDA  SMITH 
Chairwoman, 

1  on  Taxation  and  Finance 


Rankin; 
Subcom 


PETER  G.  TORKILDSEN 

Chairman, 

Subcommittee  on  Government  Programs 


on  Taxation  and  Finance 
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MAINOfFCCONCCOHAMTST    OANVtW.  MA  01TC3-2M0 


May  20,  1996 


The  Honorable  Linda  Smith 
The  Honorable  Peter  G.  Torkildsen 
The  Honorable  Martin  Meehan 
Congress  of  the  United  States 
House  of  Representatives 
Committee  on  Small  Business 
2361  Rayburn  House 
Washington,  D.C.  20515-0315 

Dear  Representatives  Smith,  Torkildsen  and  Meehan: 

Thank  you  for  providing  me  the  opportunity  to  amplify  my  remarks  before  your 
Subcommittee  hearing  on  bank  consolidation  and  its  effects  on  small  business  lending.  I 
welcome  the  chance  to  discuss  in  more  detail  the  three  specific  points  raised  in  your  letter 
of  April  30,  1996. 

At  best,  "credit  scoring"  is  a  tool  and  not  the  answer  to  providing  credit  to  small 
businesses.  Credit  scoring  is  a  procedure  by  which  a  number  of  variables,  including  past 
payment  history  and  total  debt  levels,  are  applied  to  predict  the  ability  and  likelihood  that 
an  applicant  for  a  small  business  loan  will  be  able  to  successfully  service  debt. 

On  a  stand-alone  basis,  credit  scoring  is  seriously  flawed.  It  establishes  a  standard 
that  to  some  extent,  assumes  a  homogeneity  among  small  businesses  which,  in  fact,  does 
not  exist.  Although  there  are  certain  common  threads  that  identify  small  businesses,  each 
small  company  has  its  own  distinct  set  of  fingerprints.  The  question  is  not  whether  there 
is  enough  capital  available  to  finance  small  companies.  There  is.  The  real  issue  is 
whether  by  using  automated  credit  scoring  systems  this  capital  will  reach  those  small 
businesses,  particularly  start-ups,  at  a  time  when  they  most  need  it. 

There  is  also  a  more  fundamental  issue  that  credit  scoring  does  not  address.  By 
its  very  nature,  small  business  lending  is  highly  personal  and  a  very  labor-intensive 
activity  for  financial  institutions.  Unlike  consumer  loans  or  residential  mortgages  where 
credit  scoring  measurements  such  as  past  payment  records,  job  stability  and  income/debt 
ratios  provide  a  reasonable  basis  for  approving  loans,  small  businesses  fall  into  a  different 
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category.     Once  a  car  loan  or  a  residential  mortgage  is  granted,  the  transaction  is 
complete;  not  so  with  small  business  loans. 

If  there  is  one  common  thread  that  identifies  most  small  companies,  it  is  that  they 
are  leveraged  and  very  vulnerable  to  changes  in  the  economy  as  well  as  to  unanticipated 
business  events.  Therein  lies  one  of  the  problems  of  relying  too  heavily  on  credit  scoring, 
which  tends  to  focus  on  loan  generation  but  which  is  patently  impersonal.  Unless  a 
lending  institution  is  prepared  to  engage  in  a  continuing  close  working  relationship  with  a 
small  business  borrower,  the  approval  of  initial  financing  for  a  small  company  may,  in 
fact,  prove  to  be  a  disservice  to  that  company  in  the  long  run. 

In  one  respect,  the  first  loan  to  a  borrower,  supported  by  favorable  credit-scoring 
data,  may  be  the  easiest  for  a  lender  to  grant  and  for  a  borrower  to  acquire.  It  is  the 
second  request  for  financing  that  presents  a  potential  clanger  to  the  survival  of  small 
companies,  most  of  which  experience  some  fairly  dramatic  financial  buffeting  during 
their  early  years. 

Small  business  lending  is  a  multi-phase  relationship.  Most  small  companies  need 
more  assistance  than  an  initial  loan.  Each  small  company  has  a  different  level  of 
management  sophistication  and  experience.  They  need  help  in  tailoring  loans  that  will 
support  their  individual  business  plan.  They  need  a  loan  officer  who  knows  them 
personally  and  understands  their  business.  (See  attached  American  Banker  article). 

During  early  stages  of  growth,  most  small  companies  encounter  unanticipated 
cash  flow  problems  that  require  additional  short-term  financing.  Those  cash  flow  needs 
often  occur  when  balance  sheets  are  seriously  stretched.  Unless  a  small  business  owner 
has  established  a  close  personal  relationship  with  his  or  her  banker,  their  ability  to  secure 
additional  financial  support  may  not  exist.  In  short,  credit  scoring  may  provide  the  first 
round  of  cash,  but  it  is  not  designed  to  address  the  needs  of  small  companies  whose 
circumstances  are  evolving. 

There  is  no  single  answer  to  making  credit  available  to  small  entities.  It  does  not 
make  economic  sense  for  large  banking  companies  to  dedicate  the  level  of  manpower 
needed  to  work  with  small  businesses  on  a  one-on-one  basis.  Those  larger  institutions 
justifiably  will  employ  methods  like  credit-scoring  to  assist  small  businesses.  The 
turnover  of  lenders  in  most  large  banks  precludes  an  extended  close  working  relationship 
between  the  borrower  and  a  specific  loan  officer. 

Community  banks  are  best  equipped  to  provide  both  the  capital  and  other  support 
required  by  small  companies.  One  objective  should  be  to  provide  incentives  for 
community  banks  to  increase  their  participation  in  small  business  lending  by  encouraging 
bank  regulators  to  establish  separate  standards  for  the  evaluations  and  classification  of 
small  business  loans  in  a  bank's  portfolio.  Those  standards  should  reflect  a  tolerance  for 
bank  support  of  young  companies  with  leveraged  balanced  sheets  which  pose  a  somewhat 
higher  level  of  risk  than  more  traditional  loans.   This  is  not  to  suggest  that  there  be  any 
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diminution  in  the  level  of  bank  documentation  or  supervision,  but  rather  that  regulators 
be  trained  to  understand  the  complicated  nature  of  small  business  loans. 

One  of  the  most  positive  actions  that  Congress  can  take  to  assure  the  continuing 
availability  of  credit  to  small  companies  is  to  support  the  Small  Business 
Administration's  Loan  Guarantee  Program,  particularly  the  7  A  Program.  Banks  like 
Danvers  Savings  Bank,  which  are  aggressive  small  business  lenders,  are  able  to  provide 
funding  for  many  small  companies  because  of  the  shared  risk  the  S.B.A.  programs  offer. 
Our  ability  to  sell  the  guarantees  in  the  secondary  market  allows  us  to  control  our  asset 
size,  while  re-cycling  those  same  dollars  into  loans  to  other  small  companies.  S.B.A. 
guarantees  also  allow  us  to  leverage  our  legal  lending  limit  to  a  single  borrower  and  thus 
provide  on-going  support  for  successful  growing  companies.  When  Congress  raises 
questions  about  the  future  of  the  S.B.A.,  it  casts  a  cloud  and  tends  to  discourage  new 
banks  from  participating  in  this  valuable  lending  activity  and  it  creates  an  atmosphere  of 
uncertainty  in  banks  that  already  have  made  a  significant  investment  in  personnel  and 
systems  to  promote  S.B.A.  programs. 

Our  loan  portfolio  currently  contains  209  S.B.A.  loans  and  we  have  made  many 
other  loans  which  have  matured  and  been  paid.  In  addition  to  the  original  SBA  loans 
which  now  are  on  our  books,  we  have  extended  further  non-guaranteed  credit  to  over  35 
percent  of  these  borrowers  which  speaks  to  our  confidence  in  these  companies  and 
confirms  the  importance  to  the  borrower  of  a  close  and  on-going  banking  relationship. 
Because  of  this  extensive  experience  over  a  long  period  of  time,  we  know  the  value  of  the 
7A  program  in  terms  of  job  creation  and  can  testify  on  the  basis  of  first-hand  knowledge 
to  the  impressive  success  rate  of  scores  of  small,  growing  companies  that  have  received 
S.B.A.  assistance  when  it  really  counted.  As  you  continue  to  monitor  this  program, 
which  I  truly  believe  is  cost-efficient,  it  is  important  to  keep  in  mind  that  the  fee  structure 
not  be  raised  to  a  point  where  the  cost  to  an  S.B.A.  applicant  becomes  a  disincentive. 

In  response  to  your  third  question,  we  would  support  efforts  to  retain  the 
disclosure  rule  as  it  pertains  to  loans  made  under  1  million  dollars.  Those  disclosures 
could  provide  a  valuable  tool  in  identifying  the  name,  the  size  and  the  location  of  banks 
engaged  in  small  business  lending.  It  may  also  provide  a  yardstick  against  which  to 
measure  the  relative  contribution  of  large  banks  versus  smaller  community  banks  in  this 
important  area  of  lending. 

Sincerely, 

James  ^Zafns,  J 
^President 
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